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forms and carbons. 

Employees Copies Remain Attached Without Carbon 


6 SETS TO A STRIP with 
INTERLEAVED CARBON 


Tailor-made so that Federal and City or State Forms can be prepared in 
one operation 


e 5 and 6 part forms include special copies for various states and cities. 
Ask for sample of form applicable to your state. 
We can also furnish forms 1099, 941-A and W-4. Samples and prices 


on request. 


IMPORTANT- Write today for schedule of low prices and free 
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Accounting News And Trends 


BANKER—CPA JOINT 
RESEARCH PROJECT 

The Texas CPA News Bulletin 
(February 1960) contains an an- 
nouncement about a unique activity in 
which the Texas Society of CPAs is 
participating. This is the formation of 
the CPA-Banker Research Institute of 
Texas, a nonprofit organization incor- 
porated under the laws of the state of 
Texas, 

The purpose of the organization is 
to conduct scientific inquiries and re- 
search concerning the professions of 
accounting, finance, and banking and 
their relations with one another and to 
conduct such other business that may 
be of mutual benefit. The Institute 
was organized to satisfy the need for 
more information concerning the exist- 
ing reporting practices of accountants 
when presenting statements in connec- 
tion with credit applications to banks. 
It has further adopted the more per- 
manent purpose of improving CPA- 
banker relations through positive ac- 
tion. 

The Board of Directors consists of 
one CPA member appointed by the 
Texas Society, one banker member 
appointed by the Texas Chapter of 
the Robert Morris Associates, and one 
member chosen by the two appointed 
directors. These appointments have 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Membership and is 
active in the National Association of Ac- 
countants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis 
College. He is also professor of taxation at 
the New York Law School. 


been made and the Institute is begin- 
ning to function. This seems to be 
an excellent project for it is altogether 
fitting that the professions of account- 
ing and banking should unite for the 
common purpose of serving further the 
financial needs of business. 


HOMES FOR THE AGED— 
MANUAL OF FORMS AND PROCEDURES 


A booklet entitled “Manual of 
Forms and Procedures for Use by 
Homes for the Aged”, co-authored by 
Isidore Platkin, CPA, chairman of our 
Society's Committee on Employee 
Benefit Plans, is an important publica- 
tion in the field. (Federation of Prot- 
estant Welfare Agencies, New York; 
$.50.) It is designed particularly for 
homes submitting annual financial re- 
ports to the Greater New York Fund 
and to the City Department of Welfare. 

The booklet sets forth a complete 
accounting system including discus- 
sions of the annual budget, internal 
cost controls, and inter-home compati- 
son of cost experiences through the 
use of standard charts of expenses and 
income. In addition to setting forth 
eleven complete forms to assist the 
bookkeeping function, it also discusses 
such matters as purchasing, protection 
of valuables, and records control. 


MUNICIPAL FINANCE REPORTING 
AND INFORMATIVE DISCLOSURE 


To a person concerned with any 
aspect of municipal finance, W. E. 
Tinsley’s thought-provoking article 
“Are Your Financial Reports Costing 
You Money” would be worth reading. 
(The Texas CPA, January 1960.) 

National banks and insurance com- 
panies, the two largest holders of 
municipal bonds, both operate under 
regulatory boards which prescribe that 
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MODERN EXTERIOR of a 
Kit Stateliner Mobile Home. 


, pee: 
A NATIONAL SYSTEM repaid its cost in ten months. 


- | “Our Oational Accounting System 
‘| saves us*8,600 annually... 


C 2 f 99 

pays for itself every 10 months. 

—Kit Manufacturing Co., Inc., Long Beach, Calif. 
Your business, too, can benefit from 
the many time- and money-saving fea- 
tures of a National System. Nationals 
pay for themselves quickly through 
savings, then continue to return a reg- 
ular yearly profit. National's world- 
wide service organization will protect 
this profit. Ask us about the 





! “This year Americans will invest over a billion dollars in mobile homes. To 
keep astride with this giant market requires the most modern accounting 
techniques. That's why we have installed a National Accounting System,"’ 
writes Arnold J. Romeyn, Secretary-Treasurer of Kit Manufacturing Co., Inc. 

‘'We find the speed, accuracy, and efficiency of our National System frees 
departmental personnel for other important tasks. Even our most complex 
accounting demands are handled swiftly and precisely by Nationals. For 
example, our National Accounting System handles general ledger, payroll, 
accounts receivable, purchases, distribution, and a host of other record National Maintenance Plan. ES 
keeping requirements. (See the Yellow Pages of your 

“To conclude, we feel that Nationals phone book.) 


, have certainly helped us maintain our -a%% 2 : : 
' Position as the West's largest producer of fa S/ 4) TRADE BAGH REG. Gc 5. BAT: OP. 
; mobile homes. Most important, our “U ‘* 
National Accounting System saves us 
, $8600 annually .. . pays for itself every Secretary-Treasurer of 
10 months."’ Kit Manufacturing Co., Inc. 

ACCOUNTING MACHINES 


THE NATIONAL CASH REGISTER COMPANY, payton9, ohio ADDING MACHINES + CASH REGISTERS 


1039 OFFICES IN 121 COUNTRIES nce paper (No Cannon Reauietp) 
76 YEARS OF HELPING BUSINESS SAVE MONEY 
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MUrray Hill 2-2940 


Mr. Lindner 
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SMALL BUSINESS 
ADMINISTRATION 
Bulletins 


Our monthly series of Manage- 
ment Aids have met with great 
acceptance among Accountants, 
and we are continually receiving 
many requests for additional copies. 

These Aids have been prepared 
by the Small Business Administra- 
tion and present timely ideas and 
information on many business 
matters of general interest. 

Should you desire any copies, we 
shall be pleased to mail them to 
you regularly (free—of course) as 
another Good-Will service of ‘our 
company. 


Our 25th Year 


MAJ E stic_2-/ 


CAcbx- CORP. 

The Company that Builds Business 
175 Fifth Ave. at 23rd St., 
Phone ORegon 4-1200 





Flatiron Bldg. N.Y. 10, N. Y. 











certain specific information must be 
available with respect to these bonds 
before they can be retained in port- 
folios. In the case of insurance com- 
pany holders, for example, geuerally 
the following information must be sub- 
mitted: an operating statement of the 
facility whose revenues are pledged; 
a schedule of the debt service require- 
ments of the issue; a statement of the 
condition of all special funds created 
by the bond indentures; a statement of 
the number of patrons or active ac- 
counts served by the revenue produc- 
ing facility; and a “yes” or “no” answer 
to a question as to whether or not the 
issuing agency has complied with all 
of the terms of the bond indenture 
during the preceding fiscal year. 

Failure to submit the required in- 
formation for one year subjects the 
insurance company to the penalty of 
being required to report the particular 
issue of bonds in its yearend financial 
statement at their appraised value as 
opposed to their amortized value. 
Failure to report for the second year 
precludes the insurance company from 
listing the bonds among its admitted 
assets in its yearend financial state- 
ments. The author points out that in 
Texas a real effort is made to see that 
all municipalities supply complete in- 
formation and dozens of letters from 
insurance companies all over the coun- 
try have expressed gratitude for being 
relieved of penalties which they for- 
merly suffered through sheer inability 
to get their information. 

The CPA who prepares the audit 
for the municipality should, of course, 
see that all the required material is 
contained in his report. He is often 
hampered by the tendency on the part 
of some public officials to seek auditors 
on the basis of competitive bidding or, 
on the other hand, to expect to be 
charged a substantially lower fee as a 
matter of civic duty. Whatever the 
reason, the author maintains that the 
average municipal audit report is 4 
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substandard product. The two prin- 
cipal shortcomings are: 

1. Incompleteness of the financial 
presentation. Many auditors apparently 
do not like to include any item which 
cannot be labeled as an exhibit or 
schedule. There is also insufficient 
amplification in the comments of many 
of the items in the exhibits and sched- 
ules. For instance, it is much more 
important that the report contain an 
explanation of why net operating rev- 
enues of the waterworks system de- 
clined, than it is to analyze accruals 
to the surplus account. (The criteria 
set forth by the Municipal Finance 
Officers Association in its Special Bul- 
letin 195478, especially the statistical 
section, are recommended as a guide 
to all participating in municipal 
audits. ) 

2. Failure of the auditor to have 
acquainted himself with the provisions 
of the indenture governing outstanding 
bonds under audit. It may sometimes 
be difficult to find copies of the city 
ordinances adopted many years ago 
when the bonds were issued, but it 
must be done because the ordinance 
spells out in detail what the audit 
report shall contain. It is a contract 
between the city and its bondholders 
in which the city says this: “These are 
the things which we agree that our 
auditor will set out in his annual audit 
report each year as long as any of these 
bonds are outstanding.” 


THE LANGUAGE OF AUDIT REPORTS 


An instructive half-hour could well 
be spent by many CPAs in glancing 
through “The Language of Audit Re- 
ports” by Laura Grace Hunter, for- 
merly Report Editor of the U. S. Gen- 
eral Accounting Office (Supt. of Docu- 
ments, U. §. Government Printing 
Office, Washington 25; Price: $.35). 
Written with a light touch by one fami- 
liar with the problems of accounting 
reports, it could inspire the reader to 
seek better ways of expressing ideas. 














Our 2 Ist Year 


Serving all industries 





“I can help you secure 
Dependable 
hard-to-get personel” 


Our highly skilled staff 

of personnel specialists 

can solve your needs as 
well as your clients’. 















¢ Public 
Juniors, Semi-seniors, Seniors 


* Internal 
Treasurers, Comptrollers, Tax 
Budget, Cost, Chief, Systems 
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* Bookkeepers—Office Managers 
Full Charge and Assistants 


For prompt, efficient 
service, call 


BRyant 9-7664 
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AICPA RESEARCH PROJECTS 


Enclosed is a copy of a combined 
announcement of several projects 
which are now on the active agenda 
of the accounting research division. 
The announcement of research proj- 
ects as soon as they are begun and the 
solicitation of comments and sugges- 
tions at that time are part of the plan 
of operations of the Institute’s new ac- 
counting research division and Ac- 
counting Principles Board. We shall 
appreciate it if you can include the 
enclosed announcement in the next 
issue of The New York Certified Pub- 
lic Accountant. 

[TEXT OF ANNOUNCEMENT] 

The accounting research division of 
the American Institute of Certified 
Public Accountants is beginning an 
investigation of a number of topics. 
It is expected that the results of the 
research will be published as “ac- 
counting research studies” by the Di- 
rector of Accounting Research and 
will form the basis of formal pro- 
nouncements by the Accounting Prin- 
ciples Board. Anyone interested in 
submitting comments, suggestions, or 
other material for the use of the re- 
search staff is invited and urged to do 
so. Advance notice of the intent to 
participate in the projects in this way 
will be appreciated. All correspon- 
dence relating to the studies should 
be addressed to: Mr. Perry Mason, 
Acting Director of Accounting Re- 
search, American Institute of Cer- 
tified Public Accountants, 270 Madi- 
son Avenue, New York 16, N. Y. 
The projects now under way are as 
follows: 

Basic Postulates and Broad Principles 
of Accounting 
The report of the special committee 


Letters to the Editor 


on research program, which was ap- 
proved by the Council of the Amer- 
ican Institute in April 1959, contained 
the following comments on _ this 
project: 

An immediate project of the accounting 
research staff should be a study of the basic 
postulates underlying accounting principles 
generally, and the preparation of a brief 
statement thereof. . . . Postulates are few 
in number and are the basic assumptions on 
which principles rest. They necessarily are 
derived from the economic and political en- 
vironment and from the modes of thought 
and customs of all segments of the business 
community. The profession, however, should 
make clear its understanding and interpreta- 
tion of what they are, to provide a meaning- 
ful foundation for the formulation of prin- 
ciples and development of rules or other 
guides for the application of principles in 
specific situations. Also, the Institute should 
encourage cooperative study with other rep- 
resentative groups to determine that its un- 
derstanding and interpretation of the postu- 
lates are valid and to provide a forum which 
will command sufficient respect to bring 
about a change in the postulates when any 
of them become outmoded. 

There should be also a study of the 
broad principles of accounting, and the 
preparation of a reasonably condensed state- 
ment thereof, similar in scope to the state- 
ments of the American Accounting Associa- 
tion. The results of these, as adopted by 
the [Accounting Principles] Board, should 
serve as the foundation for the entire body 
of future pronouncements by the Institute 
on accounting matters, to which each new 
release should be related. 


This project will be under the direc- 
tion of Professor Maurice Moonitz of 
the University of California at Berk- 
eley. 


Accounting for Income Taxes 


A pronouncement on this subject 
was made by the committee on ac- 
counting procedure in Chapter 10(b), 
Income Taxes, of Accounting Re- 
search Bulletin No. 43, and recom- 
mendations on various phases of the 
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...use it to broaden your service. SBC can show you how! 


Have you ever found yourself wishing that 
the time you spend on client write-up work 
could be put to better advantage? Would you 
like to have more time to satisfy the demand 
for professional counseling? There is no rea- 
son why you cannot, andat the same time, con- 
tinue to offer your clients a complete service. 


The Service Bureau Corporation can make 
it possible for you to offer accurate, hand- 
somely printed reports while cutting your 
write-up time and costs. Here’s how! Use a 


punched paper tape adding machine to prove 
your clients’ source documents. Send the tape 
to SBC. At SBC, the. punched tape will be 
converted to punched cards. The cards will 
then be fed through high-speed IBM data 
processing machines to run general ledgers, 
balance sheets and operating statements 
ready for release by you to your clients. 


To learn more about the benefits that can be ~ 
yours when you use SBC, call your nearest 
SBC office for literature. 


The Service Bureau Corporation—a subsidiary of IBM—425 Park Avenue, New York 22, N.Y. 
THE MOST EXPERIENCED DATA PROCESSING SERVICE IN THE WORLD 
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INTELLIGENTLY SELECTS 
ACCOUNTING TALENT 
CURRENTLY AVAILABLE— 


COMPTROLLER TEXTILES — $15- 
20,000—Age 41 Harvard BS and MA 
—Navy Lt. He enjoys 15 years hi 
level financial experience performng 
comptrollership-treasury and executive 
committee functions in three majr tex- 
tile manufacturing firms. This gentle- 
man is dynamic and very smart. 


STANDARD COST—$8,000—Age 32 
St. John’s Univ. grad plus IE courses. 
He has climbed the ladder in standard 
cost for 7 years to date with a leading 
chemical manufacturer. In addition his 
experience embraces 4 years of public. 
He is strong and personable. 


OFFICE MANAGER—$7,500—Age 
46 Roanoke Coll Acctg grad. This 
solid styled individual has 10 yrs in 
charge experience. 


ASST COMPTROLLER — CPA — 
$8,000 Age 30 NYU Acctg grad. He 
has acquird 5 yrs intensy CPA exp. 


7 ama a a a a aa 


Personnel Services, 


50 Church St., New York 
WoOrth 4-8410 


Member 
A.M.A. & Natl. Assoc. of Accountants 








problem were made in Chapters 9(c), 
Emergency Facilities, and 15, Un- 
amortized Discount . . . on Bonds 
Refunded, of Bulletin No. 43, and in 
Accounting Research Bulletins Nos. 
44 and 44 (Revised), and No. 51, 
Consolidated Financial Statements. 

Particular attention will be paid to 
the problems of income tax alloca- 
tion among accounting periods where 
certain transactions reported on the 
income tax return are reflected in an 
earlier or later period on the financial 
statements. The study will include 
the treatment of loss years, allocation 
among sections of the financial state- 
ments, the handling of net operating 
loss carryback and carryforward ad- 
justments, and other related problems. 

This project will be under the spe- 
cific direction of Professor Homer A. 
Black of Florida State University. 
Accounting for Leases 

A pronouncement on this subject 
was made by the committee on ac- 
counting procedure in Chapter 14 of 
Accounting Research Bulletin No. 43, 
Disclosure of Long-term Leases in 
Financial Statements of Lessees, and 
the provisions of this bulletin will be 
reviewed as a part of the new study. 

Particular attention will be paid to 
the problems associated with the in- 
creased use of equipment leases and 
of sale-and-lease-back arrangements, 
and to the possibility of capitalizing 
future rental payments for financial 
statement purposes. The matter will 
be considered from the standpoints of 
both the lessee and the lessor. 

This project will be under the spe- 
cific direction of Professor John H. 
Myers of Northwestern University. 


Business Combinations 

A pronouncement on this subject 
was made by the committee on ac- 
counting procedure in Accounting Re- 
search Bulletin No. 48 and the provi- 
sions of this bulletin will be reviewed 
as a part of the new study. 
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Attention Wn. Abccountaut: 
WHETHER IT’S BASEBALL OR BANKING... 









MR. “MEADOW BROOK” 





> 


YOUR ADVICE 
IS IMPORTANT 


Be sure to advise what is best for your client. If he is ready to enter big 
league business he will be depending upon you to advise him of the various 
types of bank loans available to help him achieve his goal. The Meadow Brook 
National Bank specializes in helping businessmen to step up into the big league 
-and stay there! 


FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
IVanhoe 1-9000 — West Hempstead, New York 


the 


yw. Voto) ge -7 soles, ¢ 





MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
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DEFERRED 
COMPENSATION 


for owners and key executives 
of closely held corporations 


With considerably more tax safety 
than heretofore, private companies 
now have an opportunity to furnish 
“fringe” benefits which can compete 
with those offered to executives of 
publicly held corporations. 


Internal Revenue Service has just is- 
sued a ruling (RR 60-31, IRB 1960- 
5,17) concerning pay plans which 
shift income and taxes from a current 
to a future basis. This is of prime 
importance to $30,000 and up execu- 
tives because it specifically approves 
some of the methods used to provide 
substantial benefits and ultimate tax 
savings. 


A SPECIAL PLAN 


While IRB will not issue an advance 
decision on an actual case, the ruling 
is favorable to a special plan used 
by this office with excellent results. 
From the corporation standpoint, the 
funding has little or no effect on the 
balance sheet and the after-tax cost 
is usually fully recovered by insur- 
ance. 


For full particulars, write or phone 


LAWRENCE GOULD 


25 West 45th Street, New York 36 
CIrcle 6-5303 


Employee Benefit Plans 
Executive Pay Plans 
Business Life Insurance 


MUTUAL BENEFIT 


ga 














Particular attention will be paid to 
the “pooling-of-interests” approach to 
the problem and a survey will be made 
of the experience with this type of 
combination in recent years. 

This project will be under the spe- 
cific direction of Professor Arthur R. 
Wyatt of the University of Illinois. 


PERRY MASON, CPA 
(American Institute of CPAs) 
New York, N. Y, 


LABOR-MANAGE MENT 
AND WELFARE FUNDS 


REPRODUCTION OF FORMS 


Several members of our Society's 
Committee on Employee Benefit Plans 
have called attention to the fact that 
printers of translucent blanks, suitable 
for diazo reproduction, have made 
available the following forms required 
by recent disclosure legislation. 


1. Reports to the New York State 
Insurance and Banking Departments 
Under the Employee Welfare Fund 
Act of 1956. These are due within 
five months after the close of the calen- 
dar or fiscal year. They consist of an 
Annual Statement, Supplement to An- 
nual Statement and an Annual Report. 
Copies of the U. S. Department of 
Labor Form D-2 will be accepted in 
lieu of the Annual Statement. 


2. Reports to the U. S. Department 
of Labor Under the Welfare and Pen- 
sion Plans Disclosure Act. These are 
due within 120 days after the close of 
the calendar or fiscal year, and may be 
submitted on U. S. Department of 
Labor Form D-2. 

3. Reports to the U. S. Department 
of Labor Under the Labor-Manage- 
ment Reporting and Disclosure Act of 
1959. These are due within 90 days 
after the close of the calendar or fiscal 
year on Forms LM-1A, LM-2 and 
LM-3, as required. 
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It may be helpful to our members if 
the foregoing information could be 
publicized. 

ISIDORE PLATKIN, CPA 
(Tunick & Platkin) 
New York, N. Y. 


BULL MARKETS, ANNUAL REPORTS 
AND CONTINUING EDUCATION 


Accountants are keenly aware of 
the need for continuing self-education, 
but are confronted with the problem 
of finding time for such endeavor. 

The writer has chosen for himself 
a technique for such education, par- 
ticularly in the field of financial state- 
ment presentation, which is simple, 
not too time consuming and provides a 
little side interest. 

Several years ago, for certain rea- 
sons, the writer purchased one share 
of stock in a listed public corporation. 
The Annual Report, quarterly interim 
reports, proxy statements and other 
material which a stockholder normally 
receives, followed. Thereafter over 
a period of time, the writer purchased 
a share in several dozen public cor- 
porations. Reading, comparing and 
discussing the various reports and 
statements provided a simple tech- 
nique for observing current trends in 
accounting presentation, opinion writ- 
ing, stock option plans, employee pen- 
sion plans, etc. 

Our office maintains a file on the 
various statements received which has 
proven quite valuable on problems 
such as phrasing opinions and notes 
to financial statements, as well as class- 
ification of balance sheet and income 
items. 

In addition, purchasing the shares 
during a bull market can provide a 
further interest. Naturally, if the mar- 
ket goes down, one’s interest is limited 
to continuing education. 

Ei Mason, CPA 
(Mason & Wolman) 
New York, N. Y. 











Exact 
Reproduction 


of 

TAX RETURNS 
REPORTS 
WORK SHEETS 


On “Brunings” 
by experts on premises 


* 
Also 


THERMO-FAX 
MULTILITH 
MIMEOGRAPHING 


Accurate and Attractive 
TYPING 


Accountants’ Reports 
Thoroughly Checked 
Highly Skilled 

Personalized Service 


We will mail our self-addressed 
envelopes to you upon request. 
Envelopes are delivered “flat.” 
Mail tax returns to be repro- 
duced in such envelope; we 
process them soon after receipt, 
and mail back to you promptly. 


Lillian Sapadin 


501 Fifth Avenue, New York 17 
(corner 42nd Street) 


MUrray Hill 2-5346 - 2-7346 
* Since 1940 * 
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the busier you are... 
the more you'll like 


LAWRENCE 





... because saving your time 
is such an important 
ingredient of our service 





Most employment agencies do a lot of talking about 
their screening procedures. We don’t. Our careful 
screening plan speaks for itself... in results. 


Results for our clients because it saves them 
valuable time and produces the kind of 
high-type, competent personnel they want. 


Results for us because it is continually 
winning new clients and keeping old ones 
coming back year after year after year. 


May we have the opportunity to prove 
how smoothly it can work for you? 


And, of course, we are 
ACCOUNTANT-STAFFED 
—another advantage 

for you and your clients. 





/eisoumel sewice agony 


120 W. 42nd Street, New York, N. Y. 


FOR OVER 15 YEARS, SERVING THE ACCOUNTANT 
AND HIS CLIENTS IN THE PLACEMENT OF PERSONNEL IN 
THE ACCOUNTING, BOOKKEEPING AND OFFICE PERSONNEL FIELDS 


Call Mr. Daniel Roberts at 
BRyant 9-3040 
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Asian and Pacific 
Accounting 
Convention 





MELBOURNE, AUSTRALIA, March 29—I am writ- 
ing this President's Page — my last — from Australia, 
where I am attending the Asian and Pacific Accounting 
Convention. Since three of the four delegates from the 
AICPA are members of our Society, I thought an 
account of the convention might be of interest. The 
delegates from the USA are: American Institute of 
CPAs—Arthur B. Foye, David O. Gillette, William P. 
Stowe and myself; American Accounting Association—— 
Dean S. Paul Garner; Controllers Institute of America—— 
Leon A. Ridgway; National Association of Account- 
ants—Clinton W. Bennett. 

The first conference of accounting organizations in 
Asian and Pacific countries was held in Manila in 1957 
under the sponsorship of the Philippines Institute of 
Accountants. It was inspired by a growing awareness 
of the need for exchanging ideas on accounting practices 
and for strengthening the relations between accountants 
in the area. At the close of the convention, it was decided 
that similar meetings should be held at regular intervals 
and the next one was set for Australia in 1960. 

Thus, the present convocation. It is sponsored 
jointly by the Australian Society of Accountants and the 
Institute of Chartered Accountants in Australia. English 
will again be the official language. Twenty-nine organi- 
zations from sixteen countries will be represented. Coun- 
tries participating are Australia, Burma, Canada, Ceylon, 
China, Hong Kong, India, Japan, Korea, Malaya, 
New Zealand, Pakistan, the Philippines, Singapore, 
Thailand and the United States. 
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Two separate programs are scheduled. There will be a 
conference of official delegates at Canberra from March 31 to 
April 2. This will be followed by an open convention at Mel- 
bourne from April 4 to April 7. 

The topics to be discussed at the Canberra Conference will 
deal with fundamental matters affecting the accounting profes- 
sion—its organization, ethical standards and educational facili- 
ties. The papers have already been printed and distributed and 
will not be read. The author of each paper will have seven 
minutes at the Conference to introduce his subject. A spokes- 
man for each delegation will then be given five minutes to 
comment on the papers after which there will be roundtable 
discussions in which any delegate may participate. The final 
session in Canberra will be devoted to general discussion and 
concluding addresses of spokesmen of the participating bodies. 

The papers for the Melbourne Convention have also been 
printed and distributed. A rapporteur will present a summary 
of all of the papers to be considered at a session and the authors 
of the papers will constitute a panel, with the rapporteur acting 
as discussion leader. Following the panel discussion, each topic 
will be open for general discussion. Questions may then be 
directed at the panel and opportunities will be provided for the 
raising of new issues from the floor. There will be a brief 
summing up by the rapporteur at the conclusion of each session. 
The technical subjects to be covered at the Melbourne Conven- 
tion fall under four general headings: (a) accounting methods; 
(b) financial planning and control; (c) the accountant and 
pricing policy, and (d) accounting and auditing standards. 

There seems to be no doubt but that professional congresses 
of this kind are of inestimable value. The increase in world 
trade makes it even more essential to develop better interna- 
tional standards of accounting and auditing, and to foster as 
well a much better understanding of practices in all countries 
of the world. Possibly of greater importance than the need for 
the pooling of knowledge and experience is the need for promot- 
ing better relationships among accountants everywhere. 

I know of no better way of ending this series than by 
repeating something I said in my first President’s Page. At that 
time I expressed the belief that, as the jet age shrinks the earth, 
and as American business continues to expand to the far corners 
of the globe, we will find the CPA going everywhere on profes- 
sional business for investors—an ambassador of the free world 
to peoples of every culture and tradition. In the instance of 
the present convention, we see this already beginning to happen. 


THOMAS G. HIGGINS, 
President 
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position are evaluated. 


Awmonc the many theories which 
have been advanced as explanations 
of business fluctuations is a relatively 
obscure one which assigns to account- 
ing methodology a rather prominent 
} role. In 1927, Dr. Fritz Schmidt, 
Professor of Business Administration, 
University of Frankfort, Frankfort- 
on-Main, Germany, wrote a series of 
three articles published under the title 
of Die Industriekonjunktur ein Rech- 
enfehler’ (The Business Cycle — An 
Error in Calculation). A large part 
of these articles was concerned with 
the causes of business fluctuations 





DELMAS D. RAY is an associate pro- 
fessor of accounting at the University of 
Florida where he has taught since 1948. 
Dr. Ray is a member of the American 
Accounting Association. 


' Accounting Profits and 
Business Fluctuations 


Since World War II, especially, much has been written concern- 
ing the economic effects of the use of traditional accounting 
techniques during periods of severe price fluctuations. This arti- 
cle considers one of these alleged consequences, namely, that 
accounting methods of measuring profits accentuate business 
fluctuations by influencing investment decisions of businessmen. 
An examination is made of the specific accounting techniques 
responsible for the alleged effect on the reporting of business 
profits, and the inherent assumptions underlying the whole pro- 


which Dr. Schmidt attributed to a lack 
of stability in the monetary unit which 
must serve as both a store of value and 
as a medium of exchange. He puts 
the blame largely on accounting meth- 
ods which do not reflect these changes 
in value separate from operating pro- 
fits. While no writer since Schmidt 
has written as complete a treatise on 
the subject, the idea that accounting 
methodology accentuates business 
fluctuations has persisted in account- 
ing and economic literature down to 
the present time.! 


ALLEGED ROLE OF ACCOUNTING 
PROFITS IN INVESTMENT DECISIONS 


Any inquiry into the relationship 
of accounting profits to business fluc- 
tuations is essentially a study of its 
relationship to changes in the level of 





Ep. Note: The University of Florida Press has granted the author permission to use in this 
article portions of his forthcoming book, entitled Accounting Methodology and the Accentu- 
ation of Business Fluctuations. 

1See, for example, John B. Canning, “A Certain Erratic Tendency in Accountants’ 
Income Procedure,” Econometrica 1 (1933), pp. 52-62; Norman S. Buchanan, “Toward a 
Theory of Fluctuations in Business Profits,” The American Economic Review, December, 1941, 
pp. 731-753; K. Lacey, “Profit Measurement and the Trade Cycle,” The Economic Journal, 
December, 1947, pp. 456-474; Kenneth Boulding, Economic Analysis (Rev. ed.; New York: 
Harper and Brothers Publishers, 1948), p. 803; and W. T. Baxter, “The Accountant’s Con- 
tribution to the Trade Cycle,” Economica, May, 1955, pp. 99-112. 


THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT MAY 1960 e@ 313 








gross national product (or of national 
income). In modern business cycle 
theory, discussion of the causes of 
these changes in the level of gross 
national product runs largely in terms 
of the relationship between savings and 
investment. A good many writers on 
business fluctuations have taken the 
position that consumer spending is 
passive, being tied to the level and 
distribution of income, while invest- 
ment, on the other hand, is the active 
component of national income.* 

The emphasis on business invest- 
ment as the active factor in business 
fluctuations throws the spotlight on 
the businessman. With the exception 
of governmental investment and the 
bulk of private housing, it is the 
businessman who makes investment 
decisions. What motivates the busi- 
nessman in allocating the firm’s re- 
sources to alternative forms of invest- 
ment? A _ generally accepted axiom 
underlying economic behavior has been 
that of profit maximization. It is as- 
sumed that the businessman will invest 
in such a way as to maximize his future 
expected returns. Some writers even 
state that profit prospects are the most 
important, if not the sole, guide to bus- 
iness investment. 

If prospective profits are accepted 
as the principal motivation underlying 
investment decisions, how are these 
prospective profits to be measured? 
It is felt by many students of business 
fluctuations that prospective profits 
are judged largely on the basis of 
current realized profits, or at least 
those profits that have been earned in 
the recent past. Furthermore, in an 
uncertain world this tendency to base 
future prospects on past performance 
is rational according to some writers. 





The fact that the company has past 
earnings, so the argument goes, indi- 
cates that those in control were able 
to cope with changing conditions jn 
the past, and even though conditions 
will probably change in the future, 
it may be assumed that management 
will be able to handle these situations 
with equal facility. 

The measurement of this business 
income has emerged as the principal 
function of accounting. Well-known 
writers in the accounting field have 
emphasized this point in recent years, 
Writers other than accountants have 
also recognized this function of ac- 
counting. Thorstein Veblen has stated 
that the all-dominating issue in busi- 
ness is gain and loss, and that gain 
or loss is a question of accounting. 
It has been pointed out by others 
that the actual cost data available 
to management are limited to account- 
ing and statistical records. Buchanan 
has stated that while most people 
would doubtless agree that in a capi- 
talistic economy the aim and objective 
of business enterprise are to secure 
maximum profits, “it is not so generally 
known and appreciated that about the 
only way of measuring the achieve- 
ments of individual concerns in this 
mutual pursuit is by the use of ac- 
counting methods.” 

The demonstration of some sort of 
relationship between accounting profit 
and investment decisions is not the 
same as establishing that accounting 
techniques are a factor in accentuating 
business fluctuations. Before this pos- 
sible link can be forged, it must be 
shown how accounting methods are 
thought to misstate profits and, more- 
over, that they tend to overstate profits 
on the upswing and to understate 


2 There is not complete agreement on the passivity of consumer spending. Moreover, 
accounting techniques are thought to influence consumer expenditures by affecting dividend, 
wage, and pricing policies of business firms. This side of the argument is not treated in 


this article. 


3.Norman S. Buchanan, The Economics of Corporate Enterprise (New York: Henry 


Holt and Company, 1940), p. 225. 
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them on the downswing, thereby in- 
fluencing the businessman to invest 
more during the upswing and less dur- 
ing the downswing than would be the 
case if profits were measured in some 
other fashion. 


REPORTING OF PROFITS 
AND ACCOUNTING METHODS 


Much has been written since World 
War II, especially, purporting to show 
how accounting techniques misstate 
profits. Although there are frequent 
allusions in these writings to “eco- 
nomic profit,” an exact definition of 
this concept is not easy to find.* In 
1895, Professor Taussig referred to 
profit as a “mixed and vexed income.” 
Knight said in 1933: “Perhaps no 
term or concept in economic discus- 
sion is used with a more bewildering 
variety of well established meanings 
than profit.” Perhaps Hicks’ definition 
comes nearest to furnishing a common 
meeting ground for all concerned. He 
has defined a man’s income as “the 
maximum value which he can con- 
sume during a week, and still expect 
to be as well off at the end of the 
week as he was at the beginning.’® 
While Hicks is referring here to a 
person, he later uses “profit” and 
“income” as interchangeable when 
discussing a business firm. 

Inherent in Hicks’ definition of profit 
is the idea that capital must be kept 
intact and the problem of measuring 
income is thus inseparable from meas- 
uring changes in the value of capital. 
Although maintaining capital intact 
may be relatively simple in a station- 
ary economy, it is exceedingly complex 
in a dynamic one. Hicks has cautioned: 





“We shall be well advised to eschew 
income and saving in economic dynam- 
ics. They are bad tools, which break 
in our hands.”’* Since a private enter- 
prise economy is essentially a dynamic 
one, in this type of economy any 
measurement of profit will be unsatis- 
factory for all purposes. 

Out of the maze of controversy 
over the measurement of business 
profit, most of the criticism is leveled 
at the penchant of accountants for his- 
torical costs. Sales are recorded at 
current prices while the costs matched 
against these sales are based on his- 
torical prices which, if prices are fluc- 
tuating, means a different price level. 
Business income as customarily com- 
puted is thus said to be a hodgepodge 
and is partially a reflection of the 
stage of the business cycle at the time 
of reporting. The specific accounting 
practices most frequently criticized 
as misstating profits with fluctuating 
price levels are inventory valuation 
techniques and depreciation methods. 


INVENTORY PROFITS AND LOSSES 


The pricing of the items in the end- 
ing inventory would present no special 
problem if prices remained the same 
throughout the accounting period. If 
prices are changing, different methods 
of inventory valuation give a different 
valuation for the ending inventory and, 
in turn, affect the profit for the period 
by way of the cost of goods sold. 
Other things being equal, the larger 
the value placed on the ending inven- 
tory the smaller the cost of goods sold 
and thus the greater the profit for the 
period. 

Let us assume that the first-in first- 


_ ‘For statements of Taussig and Knight see F. W. Taussig, “The Employer’s Place in 
Distribution,” The Quarterly Journal of Economics, October, 1895, p. 86, and Frank H. 
Knight, “Profit,” Encyclopaedia of the Social Sciences, X11 (1933), 480. 

5J. R. Hicks, Value and Capital (2d ed; Oxford: At the Clarendon Press, 1950), p. 172. 
6 Ibid., p. 177. Henry W. Sweeney has discussed four different concepts of maintaining 
capital in the Accounting Review, December, 1930, pp. 277-287. 
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out procedure is used and that the 
physical stock of goods is the same at 
the beginning and at the end of the 
accounting period. If prices rise dur- 
ing the period, the ending inventory 
will be valued at the higher prices 
prevailing at the end of the period, 
and will thus be larger than if alterna- 
tive procedures were used. This will 
give a lower cost of goods sold and, 
therefore, a larger reported profit than 
with other methods. If prices decline 
during the period, then under Fifo the 
ending inventory will be priced at the 
lower prices prevailing at the end of 
the period causing the valuation of the 
ending inventory to be smaller, the 
cost of goods sold larger, and the re- 
ported profits smaller, than if alterna- 
tive procedures are used. 

If physical inventories remain con- 
stant, reported profits will be smaller 
under Lifo than under alternative pro- 
cedures when prices rise, and larger 
when prices fall. Lifo thus tends to 
iron out the fluctuations in reported 
profits over the cycle. The remarks 
made relative to the effect on profit 
fluctuations with Lifo are, in general, 
applicable to the base stock method. 
If prices eventually return to their 
former levels after a rise, the average 
profit for a series of years will be the 
same under Fifo or Lifo. The use of 
an average cost procedure gives re- 
sults in between Fifo and Lifo. 

Thus, even though the physical in- 
ventory remains constant, if prices rise 
and if Fifo is used, reported profit will 
be larger than if prices remained con- 
stant even though no more goods are 
actually sold during the period. This 
extra profit has been labeled “inventory 
profits” or “paper profits.” When 
prices are falling, the valuing of the 
same physical inventory using Fifo 
will give rise to “inventory losses.” 
As long as prices continue to fall, the 
constant inventory will be valued at 
lower and lower figures, and the cost 


of goods sold will be charged with the 
higher-priced goods bought earlier. As 
a result of this procedure, the opposite 
of inventory profits, i.e., inventory 
losses, will be reported. 

The valuing of ending inventory at 
cost or market, with cost determined 
on a Fifo basis, may aggravate the 
“error” still further at the start of a 
down grade. With prices falling the 
ending inventory is valued at market 
which is even lower than cost. In addi- 
tion to the usual “error,” this period’s 
cost of goods sold account is loaded 
with a bit of what would have been 
next period’s cost if inventories had 
been valued on a cost basis. In sub- 
sequent years, since both the beginning 
and ending inventory are valued at 
market, the double “error” tends to be 
smaller even though prices tend to fall 
at the same rate. 

In the case of the retail method, 
all foregoing remarks on the effect of 
inventory valuation on profit measure- 
ment tend to apply depending on the 
variation of the procedure which is 
used. In addition to the method of 
inventory valuation used, the size of 
the inventory profits and losses of the 
individual firm is dependent on several 
other factors. The first of these addi- 
tional factors is the violence of the 
price change. The more rapid the 
change in prices, the greater will be the 
inventory profits, or losses. A second 
factor is the length of the inventory 
turnover period. If the turnover is 
rapid, the stock is sold out before any 
substantial changes occur in the value 
of the stock on hand. In the case of 
manufacturers with long periods of 
production this factor becomes very 
important. A third factor is the ratio 
of inventories to total assets. In com- 
panies where this ratio is large, inven- 
tory profits and losses are of more 
importance than in companies where 
the ratio is negligible. A fourth factor 
is the relationship of sales prices to 
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the cost of goods sold. Inventories 
could be large relative to total assets 
or to net worth without being large 
in relation to net income. The smaller 
the rate of gross profit, other things 
being equal, the more important the 
method of inventory valuation be- 
comes. 

The inventory valuation techniques 
chosen by individual business firms 
will determine the amount of inven- 
tory profits, or losses, for the economy 
as a whole since this amount is a 
summation of the inventory profits, or 
losses, of the various firms. In other 
words, inventory profits or losses for 
the economy may be viewed as the 
total “misstatement” of profits due to 
the failure of accounting methodology 
to adjust the valuation of inventories 
for changes in the price level. 

The “inventory valuation adjust- 
ment” of the U. S. Department of 
Commerce is considered adequate to 
indicate the general magnitude of ag- 
gregate inventory profits and losses.* 
The year of greatest inventory losses, 
corporate and mnon-corporate, was 
1930, ($4,015 million) and the year 
of largest inventory profits was 1947 
($7,370 million). For 1930, if the 
inventory valuation adjustment is 
made for corporate profits, reported 
profits will increase from $3,322 mil- 
lion (before income taxes) to $6,582 
million, an increase of 98.1 percent. 
For the same year the reported profits 
of nonfarm unincorporated enterprises 
is increased from $6,655 million to 
$7,410 million, or 11.3 percent, if the 
inventory valuation adjustment is ap- 
plied. For 1947, corporate profits are 
reduced from a reported $29,525 mil- 
lion to $23,626 million, of approxi- 
mately 20 percent, by applying the 
inventory valuation adjustment. For 
this same year profits of nonfarm unin- 








corporated enterprises decreased from 
reported profits of $21,419 million to 
$19,948 million, or approximately 7 
percent. Since 1952 inventory profits 
have been small relative to reported 
profits before taxes. This decrease 
in relative size may be attributed 
largely to the more stable price level 
that has prevailed since this date. An- 
other factor is probably a trend to- 
ward the use of Lifo by more compa- 
nies, as well as the tendency for the 
Lifo procedure to be concentrated in 
the large companies. 

Thus business firms have tradition- 
ally used accounting methods which 
with fluctuating price levels have 
caused aggregate inventory profits, or 
losses, to appear. These inventory 
profits and losses are sizable during 
periods of rapid price changes. Even 
though inventory profits relative to to- 
tal reported profits before adjustment 
have been smali since 1952, they con- 
tinue to exist. The tendency for ag- 
gregate inventory profits to appear dur- 
ing the upswing and for aggregate 
inventory losses to appear during the 
downswing has been one of the prin- 
cipal targets of those who insist that 
accounting methods “misstate” busi- 
ness profits during periods of fluctu- 
ating price levels. 


DEPRECIATION ACCOUNTING 


A second target of those who think 
that accounting techniques misstate 
profits during periods of fluctuating 
prices is the computation of deprecia- 
tion on fixed assets. The nature of 
depreciation and the purpose of depre- 
ciation accounting have been subjects 
of controversy for decades. Although 
there are many facets to these con- 
troversies, most of the argument has 
been over the question as to whether 
depreciation accounting should be con- 


7 The dollar figures used in this paragraph are from the U. S. Department of Commerce, 


Survey of Current Business, July, 1959, pp. 8 f. 
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cerned with the provision for the re- 
placement of the asset when its utility 
to the business has been exhausted, 
or with the amortization of a past cost. 
In the final analysis the question of 
the nature and purpose of deprecia- 
tion revolves around the concept of 
net income chosen. In other words, 
every method of depreciation presup- 
poses a definition of net income and of 
capital. If “real” capital is to be kept 
intact, or if the stream of “real” earn- 
ings is to be maintained, the primary 
consideration is replacement cost, or 
the purchasing power equivalent of 
historical cost. If, on the other hand, 
money capital is to be kept intact, his- 
torical cost is the proper depreciation 
base. 

The cyclical implications of basing 
depreciation expense on_ historical 
costs are, in general, the same as those 
of the use of Fifo in inventory valua- 
tion. Depreciation expense will gen- 
erally be lower during the upswing 
and higher during the downswing if 
based on historical cost rather than 
current costs. The resulting net profit 
is said to be misstated. There are, 
however, some special problems which 
are encountered with respect to depre- 
ciation of fixed assets that are not 
encountered in the case of inventory 
accounting. 

Fixed assets last for relatively long 
periods of time. whereas inventories 
frequently turn over many times within 
an accounting period. When the 
change in the price level comes to an 
end, inventory profits, or losses, dis- 
appear. Depreciation expense, on the 
other hand, may continue to be com- 
puted for many years on the basis of 
a price level that has long ceased to 
exist. An additional problem of allo- 
cating the cost or other basis through 
time is encountered. The way in 
which this cost allocation is done is 
said to have cyclical and long-range 


effects on both investment and con- 
sumption. 

Historically, the accounting profes- 
sion and the Internal Revenue Service 
have tended to favor the straight-line 
method of depreciation. This method 
considers depreciation as solely a 
linear function of time and hence the 
depreciation expense does not vary 
with output. Depreciation expense as 
computed by this method tends to be 
a larger proportion of the sales dollar 
during slack times than during periods 
of large sales. The penchant of ac- 
countants for the straight-line method 
has been the basis for most of the 
criticism of those who insist that the 
accountants’ method of spreading de- 
preciation over time tends to overstate 
profits during the upswing and to un- 
derstate them during the downswing. 
This is especially true when this 
method is coupled with historical cost 
since on the upswing, for example, 
the depreciation base is also alleged 
to be understated as well as deprecia- 
tion being a smaller percent of the 
sales dollar. 

The critics of the straight-line 
method fall into two groups. One 
group argues that from a cyclical point 
of view depreciation should vary with 
use or production. The second group 
stresses that, due to rapid technologi- 
cal changes and to the impaired use- 
fulness of assets as they become older, 
the straight-line method typically un- 
derstates depreciation expense in the 
early years and overstates it during 
the latter years of the life of the asset. 
Thus while critics of this method 
may concede that depreciation is a 
function of time, they do not concede 
that it is a linear function. 

The advocates of the working hours 
method and the production method 
stress the fact that these methods, or 
their variants, would tend to stabilize 
net profit over the cycle. According 
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to Fabricant® if depreciation: charges 
had been computed on a unit of out- 
put basis at the bottom of the depres- 
sion of the thirties, they would have 
been about 60 percent of the charges 
as computed by the usual method 
(both expressed in 1929 dollars). He 
states that would have made a two- 
billion-dollar difference. 

In recent years much has been writ- 
ten concerning the economic effects of 
accelerated depreciation. In general, 
any method which speeds up the writ- 
ing off of historical cost in the early 
years of use life is referred to as ac- 
celerated depreciation. In so far as 
the cyclical effects are concerned, the 
reasons advanced for a more wide- 
spread adoption of accelerated depre- 
ciation are those already encountered 
in the above discussion of varying de- 
preciation with output.® 

To what extent are total profits of 
the economy affected by using original 
cost as the depreciation base rather 
than some form of replacement cost? 
The Department of Commerce in 
computing national income does not 
make an adjustment for depreciation 
comparable to the inventory valuation 
adjustment. A number of approxima- 
tions of the difference between histori- 
cal cost depreciation and depreciation 
on replacement costs have been made, 
however. A pioneering study by Solo- 


mon Fabricant covering the years 
from 1919 to 1935 was published in 
1937. According to his estimates, de- 
preciation on a current cost basis ex- 
ceeded that on an original cost basis 
in all years covered with the excep- 
tion of 1931 to 1935.1° The most com- 
prehensive depreciation estimates are 
those of Raymond W. Goldsmith cov- 
ering the period from 1897 to 1949."! 
From 1929 to 1949, with the excep- 
tion of the years 1932 and 1933, cor- 
porate depreciation on a current cost 
basis exceeded that on original cost in 
each of the years. During this same 
period the excess of current cost de- 
preciation over original cost deprecia- 
tion was highest in 1948 ($3,268 mil- 
lion). 

In addition to the estimates of 
Fabricant and Goldsmith a number of 
more limited estimates of the difference 
in historical and current cost deprecia- 
tion have been made. Sumner Slichter 
estimated that profits were overstated 
due to inadequate depreciation by $1.3 
billion for 1946 and $1 billion for each 
of the years 1947 and 1948." E. 
Cary Brown estimated that historic 
cost depreciation would have had to 
be increased from $2 billion to $2.5 
billion per year for the years 1948 to 
1951 to bring it up to replacement 
cost depreciation.'*? A number of sum- 
mary statements comparing totals of 


8Solomon Fabricant, Capital Consumption and Adjustment (New York: National 


Bureau of Economic Research, 1938), p. 199. 


%In addition to influencing investment by its effect on reported profits, accelerated 








depreciation is also thought to have more direct effects on the inducement to invest. It is 
also thought to be a factor in long-term growth as well as in cyclical fluctuations. A treat- 
ment of these aspects of accelerated depreciation is beyond the scope of the present discussion. 

10 Solomon Fabricant, “On the Treatment of Corporate Savings in the Measurement of 
National Income,” Studies in Income and Wealth (New York: National Bureau of Economic 
Research, 1937), I, 129. 

11 Raymond W. Goldsmith, A Study of Saving in the United States (Princeton: Prince- 
ton University Press, 1955), I, 955. 

12U. S. Congress, Profits, A Report of a Subcommittee.on the Joint Committee on the 
Economic Report on Profit Hearings, 80th Cong., 2d Sess. (Washington: U. S. Government 
Printing Office, 1949), Table XVI, p. 175. 

13 R. Cary Brown, Depreciation Adjustments for Price Changes (Cambridge: The River- 
side Press, 1952), p. 28. 
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historic cost and replacement cost de- 
preciation for longer periods of time 
may be found. Goldsmith estimates 
that over the period studied (1897- 
1949) capital consumption allowances 
were $89 billion, or 15 percent, higher 
on a replacement cost basis than on 
an original cost basis.'* George Ter- 
borgh says that in only two of the 
years from 1910 to 1953 was replace- 
ment cost less than original cost.’ 

From the above estimates, it can 
be seen that the error in profit measure- 
ment attributed to accounting depre- 
ciation methods is not so large as that 
attributed to accounting inventory tech- 
niques. It must be borne in mind, 
however, that the periods of inventory 
losses also tend to be periods when 
depreciation is said to be overstated 
and, hence, the combined effect of 
both factors is to “understate” profits 
more than either standing alone. In the 
same way, during periods of prosperity 
inventory profits and understated de- 
preciation tend to work together to 
“overstate” profits. 


THE EFFECTS OF ACCOUNTANTS’ 
REPORTING OF PROFITS 


Since reported profits are considered 
by many as the chief lure for invest- 
ment expenditures, the overstatement 
of profits during prosperity, as a result 
of accounting methodology, is said to 
make the businessman more optimistic 
thereby causing him to invest more 
than he would if profits were computed 
on a more “realistic” basis. During 
depression the understatement of pro- 
fits due to accounting methods is said 
to contribute still further to his pes- 
simism, thus causing him to contract 
investment expenditures more than he 
otherwise would. 


14 Goldsmith, op. cit., p. 31. 


So far the discussion has been in 
terms of the effect of the misstatement 
of profit on the individual businessman. 
In so far as errors of judgment tend 
to cancel out—i.e., while some busi- 
nessmen are optimistic, others are 
pessimistic—the economy as a whole 
may be unaffected. However, it is 
thought that there is a tendency for 
the errors to be in one direction. 
Pigou'® mentions three influences at 
work which tend to “generalize errors 
of forecast.” First, among business- 
men, even when engaged in different 
occupations, there often exists a certain 
measure of psychological interdepend- 
ence. A change in tone in one part of 
the business world diffuses itself in 
quite unreasoning manner over other 
and wholly disconnected parts. Sec- 
ondly, an error of optimism on the 
part of one group creates a justification 
for some improved expectations on the 
part of other groups. Thirdly, a con- 
nection among businessmen is set up 
by the debtor-creditor relationship. If 
because of an excess of enthusiasm 
on the part of the producers from 
whom a concern buys its material, it is 
able to get longer and larger credits, 
then it is more inclined to pass on the 
same concessions to its customers, to 
whom it in turn grants longer and 
larger credits. According to Pigou, 
these three links among businessmen 
“act as conducting rods along which 
an error of optimism or pessimism, 
once generated, propagates itself about 
the business world.” Furthermore, he 
thinks errors of optimism and _pessi- 
mism are not independent of each other 
and speaks of “mutual generation of 
errors” and the tendency of an “error 
of pessimism” to be followed by a “new 
wave of optimism.” 


15 George Terborgh, Realistic Depreciation Policy (Chicago: Machinery and Allied 


Products Institute, 1954), p. 142. 


16 A. C. Pigou, Industrial Fluctuations (London: Macmillan and Co., Limited, 1929), 


especially, pp. 86, 89, 94, and Chapter VII. 
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If the businessman believes his 
profits to be larger during the upswing 
and smaller during the downswing than 
they actually are, this could lead to 
the chain reaction described above. 
According to a considerable number 
of writers, the businessman does have 
this tendency. Consequently, account- 
ing methods by “misstating” business 
profits are said to accentuate the oscil- 
lation in the expectations of business- 
men between optimism and pessimism. 
This misstatement of profits and its 
simultaneous concomitant effect on 
businessmen’s optimism and pessimism 
are thought to widen the gap between 
planned saving and planned investment 
on both the upswing and downswing. 

Thus the links between the alleged 
misstatement of profits at the firm level 
by accounting methods and business 
fluctuations via investment decisions 
are said to be forged. These links are 
thought to be the mistaking of re- 
ported profits for “economic” profits 
and the consequent errors made in 
investment decisions. 

Therefore, accepting the thesis that 
business fluctuations are tied primarily 
to private business investment expendi- 
tures and assuming: (a) that business- 
men attempt to invest in such a way 
as to maximize expected business 
profits, (b) that prospective business 
profits are judged by past profits as 
measured by accounting techniques, 
and (c) that, since accounting tech- 
niques—largely inventory and depre- 
ciation accounting — overstate these 
profits on the upswing and understate 
them on the downswing, thus leading 
businessmen to invest more on the up- 
swing and less on the downswing than 
if profits were stated on an “eco- 
nomic” basis, it would seem to follow 
that accounting techniques accentuate 


business fluctuations. Certainly the 
theoretical framework is imposing. 
Before it can be said with any de- 
gree of certainty, however, that ac- 
counting methods do accentuate busi- 
ness fluctuations, it is necessary to 
examine the assumption upon which 
the theoretical superstructure is built.'” 


PROFIT MAXIMIZATION 
AS AN INCENTIVE 
IN INVESTMENT DECISIONS 


It has been recognized for some 
time that in the large widely-held cor- 
poration with its separation of owner- 
ship and management the simple as- 
sumption of profit maximization is not 
completely adequate as an explanation 
of economic behavior. The assump- 
tion of profit maximization is more 
plausible where owner and manager 
are one. Where this is not the case, 
maximization of individual gain may 
take precedence over that of the maxi- 
mization of profit for the firm. The 
maximization of profit for the stock- 
holders is not necessarily in the “en- 
lightened self-interest” of the opera- 
tional managerial group. In large cor- 
porations, especially, the desire of the 
officers to maintain control may super- 
sede the desire to make maximum 
profits. This desire to maintain con- 
trol and possibly to maximize personal 
gain, may even be detrimental to the 
profits of the firm. 

Even where the desire for firm profits 
does dominate the behavior of the 
managerial group, the idea that this 
group tries to maximize profits needs 
qualification. The critics of profit maxi- 
mization have offered alternative and 
additional motives. The doctrine of 
“adequate,” or “satisfactory,” profits 
has been proposed as a substitute, 
especially in the larger, more mature, 


17]t should be noted that, in the interest of brevity, technological changes and the 
income tax structure as factors in investment decisions have been abstracted away in the 
present discussion. These complications should, of course, be dealt with in a more extended 


treatment. 
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corporation. As long as there are ade- 
quate profits to satisfy stockholders, 
the officers of the corporation may 
have wide discretion as to objectives. 
The desire for secure profits is ranked 
by some writers as being on a par with 
the desire to maximize profits. This 
desire for secure profits can be inte- 
grated with profit maximization if we 
set the goal as long-run profit maxi- 
mization. 

The market position of the firm is 
also a factor controlling the degree to 
which the profit motive can be ignored. 
Under noncompetitive conditions the 
firm may show a satisfactory profit 
while allowing considerable _ ineffi- 
ciency. The large firm operating under 
noncompetitive conditions may be 
more interested in strategy than in 
profit making. Maintaining or increas- 
ing the company’s share of the market 
has received increasing attention in 
recent years as an objective of business 
operations. Although the managerial 
group may recognize that an increase 
in market-share does not necessarily 
imply greater profits, it may become a 
target in itself as far as middle man- 
agement is concerned when it is passed 
on to them. 

Despite the various controversies 
over the motive of profit maximization 
certain conclusions emerge: 


1. There is still considerable sup- 
port among writers for profit maximi- 
zation as a goal of economic behavior. 

2. There is an increasing tendency 
to broaden the profit motive even 
though the result is a concept (or 
concepts) less precisely defined than 
the traditional maximization of profits. 


3. The, so-called “noneconomic” 
motives are now taken much more 
seriously than formerly in spite of the 
difficulties of measurement involved. 


4. In the large widely-held corpo- 
ration the directness of the profit mo- 
tive has been blunted for the following 
reasons: (a) Personal ambition may 
be more important than profit maxi- 
mization in the firm with separation of 
management and ownership; (b) Large 
profits in the large corporation have 
become unpopular in recent years; (c) 
Size, sales volume, and market-share 
may become the primary, short-run 
objectives even though profit may be 
the ultimate goal. 


The broadening of the traditional 
profit motive and the recognition that 
it is often less direct than has been 
depicted, especially in the large corpo- 
ration, have not only raised some 
doubts as to the adequacy of profit 
maximization in explaining economic 
behavior in general of entrepreneurs, 
but have also aroused further uncer- 
tainty as to the motives behind invest- 
ment decisions. Some writers have 
questioned whether the profit motive, 
or at least the short-run maximization 
of profits, is the only determinant of 
the level of these expenditures.’® If 
in lieu of maximum profits, adequate 
profit is adopted as the explanation for 
entrepreneural behavior, profit as a 
determinant of capital expenditures is 
blunted. 


In order to determine the motiva- 
tion behind investment decisions, a 
number of studies using interview tech- 
niques have been made within the last 


18 See, for example, Martin Taitel, Profits, Productive Activities and New Investment, 
Temporary National Economic Committee Monograph No. 12 (Washington: U. S. Govern- 
ment Printing Office, 1941), p. XIX; Arthur Stone Dewing, The Financial Policy of Corpora- 
tions (Sth ed.; New York: The Ronald Press Company, 1953), II, 816; and Joel Dean, 
“Measuring the Productivity of Capital,” Harvard Business Review, January-February, 1954, 


p. 121. 
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ten years.' No one of these studies 
has been comprehensive; each has 
been more in the nature of a pilot 
study. The conclusions reached by 
these inquirers into the determinants 
of investment decisions are consistent 
in assigning present or prospective 
sales as being the primary determinant 
of investment decisions. It may be 
true that in the mind of the business- 
man the amount of sales is closely 
associated with the amount of short- 
run profit. He may have in mind the 
breakeven chart of his business and 
the contribution to overhead, accom- 
panied by a rapid rise in profits, as 
his firm attains a high level of sales, 
even when emphasizing sales as the 
immediate determinant of investment 
decisions. Profit may thus be a round- 
about determinant of investment deci- 
sions, 

The studies were made during a 
period of prosperity. During this phase 
of the cycle the capacity of the busi- 
ness to keep up with increased con- 
sumer demand would be uppermost in 
the mind of the businessman, thus 
partially accounting for “sales” and 
“sales outlook” being given as the chief 
reason for capital outlays. During de- 
pressions the desire to lower cost or 
to improve his product (or to develop 
new products) could very well take 
precedence over increased demand as 
the reason given for investment ex- 
penditures. 

Although the incentive of profit 
maximization may not be completely 
discarded even in the large corpora- 
tion, it may be weaker than has been 
assumed as a determinant of invest- 


ment decisions, no matter how profits 
are measured—whether by accounting 
methods, or by “economic” criteria. 
In the smaller, more closely held firm, 
on the other hand, the nonpecuniary 
and semipecuniary motives seem to be 
weaker than in the large firm and thus 
the theory of expansion in response 
to profit is more direct. It is easier 
to reconcile economic behavior even 
in the large corporation, with the profit 
motive if the maximization of long-run 
profits, rather than short-run profits, 
is adopted as a goal. However, since 
the cycle is a short-run phenomenon, 
and since accounting is concerned with 
short-run profit measurement, the the- 
ory that accountants’ “misstatement” 
of profits accentuates the cycle is 
weakened when one accepts maximi- 
zation of profits in the long-run as the 
norm of economic behavior. 


EX-POST PROFITS AND 
INVESTMENT DECISIONS 


Those who argue that accounting 
methods unduly influence business fluc- 
tuations through their effect on invest- 
ment decisions support the argument 
by stressing realized (ex-post) income 
as being of a high relative importance 
in these investment decisions. Writers 
with opinions on this subject are not 
all in agreement with this point of 
view. Some of them maintain that 
decisions to purchase plant and equip- 
ment depend upon estimates of the 
profitability of capital in the future. 
Still other writers have no decided 
opinion and admit that the role played 
by ex-post business income as a factor 
influencing inyestment decisions has 


19 Among these are, Michael Gort, “The Planning of Investment: A Study of Capital 
Budgeting in the Electric-Power Industry. II,” The Journal of Business, July, 1951, pp. 181- 
202; P. W. S. Andrews and Elizabeth Brunner, Capital Development in Steel (Oxford: The 
Alden Press, 1951); George Katona and James N. Morgan, “The Quantitative Study of 
Factors Determining Business Decisions,” The Quarterly Journal of Economics, February, 
1952, pp. 67-90; and Robert Eisner, “Interview and Other Survey Techniques and the Study 
of Investment,” Problems of Capital Formation, a report of the National Bureau of Economic 
Research (Princeton: Princeton University Press, 1957). 
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not been agreed upon by either busi- 
nessmen or economists. 


What evidence is available as to the 
relative significance in investment de- 
cisions of ex-post profits versus ex- 
pected profits? In an attempt to an- 
swer this question five separate studies 
were reviewed.*° Taitel’s study indi- 
cates that there is no close relationship 
between profit rates and asset expan- 
sion. Koch’s study indicates that, for 
the depression phase at least, neither 
a good present profit showing nor 
present sales showing necessarily means 
more investment. The Katona and 
Morgan study does not indicate much 
as to the relative importance of rea- 
lized and anticipated profits. It does 
indicate, however, that expansion does 
not automatically take place as a re- 
sult of favorable present business con- 
ditions, as is so often implied. The 
remaining two studies indicate a closer 
relationship between ex-post profits 
and investment decisions. 


Thus it may be seen that although 
past and current accounting profits are 
undoubtedly a factor in investment de- 
cisions, it is by no means certain from 
evidence gleaned from these studies 
that all, or even a substantial portion, 
of these decisions are made on the 
basis of reported profits. Not only 
has profit maximization itself been 
weakened and diffused, especially in 
the large corporation, but it is far 
from certain that accounting profits 
are used in lieu of expected profits. 


ACCOUNTING PROFITS AND MISTAKES 
IN INVESTMENT DECISIONS 


Even if it is conceded that profit 
maximization is paramount in invest- 
ment decisions and that ex-post profits 
are used as a guide in lieu of prospec- 
tive profits, it still remains to be con- 
sidered whether businessmen are mis- 
led into overexpansion during the up- 
swing and into underexpansion during 
the downswing by relying on these re- 
ported profits. Could not those who 
make investment decisions, if aware of 
the methods used in determining the 
profits, make allowances for this al- 
leged misstatement? This point is ad- 
mitted by even the most vociferous 
adherents of the doctrine that account- 
ing methods accentuate business fluc- 
tuations. 

Recent writers*! on the subject of 
the effect of different accounting tech- 
niques on reported profits believe that 
there is a much better understanding 
of the nature of accounting profits than 
formerly. E. Cary Brown, who has 
done considerable work on the effects 
of accounting depreciation techniques 
on reported profits with changing price 
levels, believes that in recent years a 
much better understanding of the 
meaning of business profits has taken 
place on the part of stockholders, man- 
agement, labor groups, and the public, 
as a result of editorials, company fe- 
ports, Congressional hearings, and pub- 
lic addresses. Butters and Niland have 
pointed out that there is also a better 


20 Taitel, op. cit.; Mordecai Ezekiel, “Statistical Investigations of Saving, Consumption, 
and Investment,” The American Economic Review, June, 1942, pp. 272-307; Albert Ralph 
Koch, The Financing of ‘Large Corporations 1920-39 (New York: National Bureau of 
Economic Research, 1943); Arthur Upgren, Frank Boddy, Carl Nelson, and Walter Heller, 
The Minneapolis Project—A Pilot Study of Local Capital Formation (Minneapolis: Inves- 
tors’ Diversified Services, Inc., July 21, 1950); and Katona and Morgan, op. cit. 

21 Brown, op. cit., p. 84; J. Keith Butters and Powell Niland, Effects of Taxation— 
Inventory Accounting and Policies (Cambridge: The Riverside Press, 1949), p. 103; and 
K. Lacey, Profit Measurement and Price Changes (London: Sir Isaac Pitman and Sons, Ltd., 


1952), p., 29. 
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recognition of the nature of inventory 
profits and losses. K. Lacey, an advo- 
cate of the theory that accounting 
methodology accentuates business cy- 
cles, has said that in recent years “the 
long uptrend has . . . revealed the 
inadequacy of depreciation provisions 
based on original cost, and there is now 
a healthy scepticism to profits as re- 
ported on conventional methods.” 

Furthermore, ex-post profits as de- 
termined by accounting methods are 
not necessarily accepted at face value 
as the basis for policy decisions in the 
large corporation thus “misleading” 
the policy makers in investment deci- 
sions. Many of these corporations 
employ economists and statisticians as 
well as accountants to assist in the in- 
terpreting of accounting data. In fact, 
there is an inconsistentcy in the oft- 
repeated complaint that management is 
misled by accounting profits which 
must, in turn, be “adjusted” before 
they can be used for managerial pur- 
poses. If managerial decisions are 
made on the basis of adjusted infor- 
mation, and if accounting information 
is merely the point of departure for 
the computations upon which mana- 
gerial decisions are based, it is diffi- 
cult to see how management can be 
misled by information which it does 
not use in its decision. 

In some of the literature on the ef- 
fect of accounting methods on invest- 
ment decisions, the impression ap- 
pears to be left with the reader that the 
response to reported profits by those 
who make these decisions is automatic. 
Entrepreneurs are pictured as respond- 


ing automatically to “misstated” profits 
in their investment decisions. A num- 
ber of researchers? into investment 
behavior have found that it is exceed- 
ingly complex and that investment ex- 
penditures are not taken lightly. They 
have found that there is a noticeable 
restraint with respect to these expendi- 
tures and that considerable screening 
takes place. The elaborate screening 
procedures pictured in some of these 
studies do not fit the picture painted 
by many writers of the businessman 
recklessly rushing out during periods 
of rising price levels to expand his 
business on the basis of “fictitious” 
accounting profits. There is more rea- 
son for suspecting that during the 
downswing, this cautiousness plus the 


“understated” profits during the de- 


pression phase would tend to reinforce 
each other. 

In 1927, after comparing accounting 
to a compass which points to the 
magnetic north pole instead of the 
geographic north pole, and observing 
that science, with its exact methods, 
has made it possible for captains of 
ships to make the necessary correc- 
tions, Schmidt states: “In business one 
is not yet beyond the stage of the first 
crude correction experiments resting 
on individual experience. Therefore 
individuals land at other points of 
financial success than they expected. 
The worst, however, is that business 
leaders don’t think at all that scientifi- 
cally constructed methods of correc- 
tions, which besides could easily be 
put into simple forms, could help their 
accounting.”** Are the businessmen 


22 See, Melvin G. de Chazeau, “Regularization of Fixed Capital Investment by the 
Individual Firm,” Regularization of Business Investment (Princeton: Princeton University 
Press, 1954), p. 94; Robert Eisner, “Interview and Other Survey Techniques and the Study 
of Investment,” Problems of Capital Formation, a report of the National Bureau of Eco- 
nomic Research, Conference on Research in Income and Wealth (Princeton: Princeton 
University Press, 1957), p. 562; and Walter W. Heller, “The Anatomy of Investment Deci- 
sions,” Harvard Business Review, March, 1951, p. 99. 

23 Translated from F. Schmidt, “Die Industriekonjunktur—ein Rechenfehler!” Zeitschrift 


fiir Betriebswirtschaft, 2 Sonderheft 1927, p. 94. 
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of today, especially in the larger corpo- 
rations, really misled because their in- 
come statements point to accounting 
profits rather than “true” profits? It 
is the belief of the author that, al- 
though the deviations cannot be meas- 
ured as accurately as those of the 
magnetic compass, the fact that the 
deviation exists is at least generally 
recognized, and that leaders of large 
business firms have progressed much 
beyond the stage which Schmidt ob- 
served in his day. This is not to deny 
that navigation would be more simple 
if the compass did point to true north, 
and that the management of a business 
enterprise would be easier if the ac- 
countant reported “true” income. This, 
however, is not the point at issue. 


CONCLUSION 


The thesis that business fluctuations 
are primarily the result of the ebb and 
flow in private investment expenditures 
has been accepted. Assuming that (1) 
businessmen invest in such a way as 
to maximize expected profits, (2) 
prospective profits are judged by past 
profits as measured by accounting 
techniques, and (3) businessmen are 
misled by these accounting profits, then 
accounting techniques do accentuate 
business fluctuations. 


The assumption of profit maximiza- 
tion has been blunted, especially in 
case of the large corporation. This 
blunting of the profit motive weakens 
the link between investment decisions 
and profits, no matter how the amount 
of profit is determined. While the more 
realistic assumption of secure profits, 
or satisfactory profits, can be inte- 
grated with long-run profit maximiza- 


tion, the acceptance of profit maximi- 
zation in the long run as a norm of 
economic behavior would tend to 
weaken still further the link between 
accounting profits and investment de- 
cisions. 


Although the profit motive in its 
watered down version is accepted, such 
evidence as is available does not lend 
credence to the assumption that ex-post 
profits as measured by accounting 
methods are used in lieu of expected 
profits. 


Even if the first two assumptions 
are valid, accounting profits are a 
factor in accentuating business fluctua- 
tions only in so far as businessmen are 
misled by these reported profits. In 
the large corporation, especially, in- 
vestment decisions are not made lightly 
but only after running the gauntlet of 
a screening process and after the blend- 
ing of financial, technological, and 
market factors in which economists, 
engineers, and accountants, as well as 
other specialists, may be consulted. 


Thus the theoretical superstructure, 
upon which the thesis that accounting 
methods accentuate business fluctua- 
tions via their effects on investment ex- 
penditures is built, rests upon a shaky 
foundation since none of the assump- 
tions can be unqualifiedly accepted. 


In the final analysis, the proposition 
that businessmen tend to look through 
rose-colored glasses during prosperity 
and through dark-colored ones during 
depression cannot be wholly vitiated. 
However, it appears that the contribu- 
tion of accounting techniques to this 
psychological reaction has been grossly 
exaggerated. 
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Tax Problems of Banks 


By Francis E. JASPER, CPA 


Banks, like other corporate tax- 
payers, are subject to the applicable 
provisions of the Internal Revenue 
Code. However, recognizing that these 
institutions have certain problems not 
shared by taxpayers generally, Con- 
gress has enacted into law specific pro- 
visions applicable only to them. 


DEFINITION OF BANK 


The Code defines a bank as a bank 
or trust company incorporated and 
doing business under the laws of the 
United States (including the laws re- 
lating to the District of Columbia), 
of any State, or of any Territory, a 
substantial part of the business of 
which consists of receiving deposits 
and making loans and discounts, or of 
exercising certain fiduciary powers, 
and which is subject to supervisory 
authorities. The term includes a na- 
tional bank, state bank, federal sav- 
ings and loan association, state savings 
and loan association or building and 
loan association, a cooperative bank 
not having capital stock represented 
by shares, and a mutual savings bank. 


SECURITY DEALER 


Some banks act as dealers in se- 
curities. A dealer in securities is one 





FRANCIS E. JASPER, CPA, chairman of 
our Society’s Committee on State Taxation 
Other Than New York and member of its 
Committee on Legislation, was formerly 
chairman of the Committee on Banks and 
Savings Institutions Accounting. Mr. 
Jasper is a principal in the firm of Peat, 
Marwick, Mitchell & Co. 


who holds securities for sale to cus- 
tomers in the regular course of busi- 
ness. The Code provides certain rules 
with respect to dealers in securities.* 
In this connection a security is any 
share of stock in any corporation, cer- 
tificate of stock or interest in any cor- 
poration, note, bond, debenture, or 
evidence of indebtedness, or any evi- 
dence of an interest in or right to 
subscribe to or purchase any of the 
foregoing. 

Gains realized by a dealer in securi- 
ties from the sale or exchange of any 
security, as defined above, shall not be 
considered as a gain from the sale or 
exchange of a capital asset unless (1) 
the security was, before the expira- 
tion of the thirtieth day after the date 
of its acquisition, clearly identified in 
the dealer’s records as a security held 
for investment or, if acquired before 
October 20, 1951, was so identified 
before November 20, 1951, and (2) 
the security was not, at any time after 
the expiration of such thirtieth day, 
held by such dealer primarily for sale 
to customers in the ordinary course 
of his trade or business. Unless both 
of these requirements are met, the gain 
is considered as gain from the sale of 


Ep. NoTeE: Since this article is based upon 
a paper presented by the author at the 1959 
Tulane Tax Institute, appropriate permission 
has been received from the Institute and 
the Bobbs-Merrill Company, publishers of 
the proceedings. 

1Sec. 581. 

2 Regs. Sec. 1.471-5. 

3 Sec. 1236. 
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assets held by the dealer primarily for 
sale to customers in the course of his 
business. Except in the case of certain 
“bond” losses of banks as discussed 
hereinafter, a loss by a dealer in se- 
curities from the sale or exchange 
of any security shall, in no event, be 
considered as a loss from the sale or 
exchange of property which is not a 
capital asset if at any time after No- 
vember 19, 1951 the security was 
clearly identified in the dealer’s records 
as a security held for investment. 


Once a security has been identified 
after such date as being held for in- 
vestment, it shall retain that character 
for purposes of determining loss on 
its ultimate disposition, even though 
at the time of its disposition the dealer 
holds it primarily for sale to his cus- 
tomers in the ordinary course of his 
business.* Identification involves an 
accounting separation of the security 
from other securities, as by (1) mak- 
ing appropriate entries in the dealer’s 
books of account to distinguish the 
securities from inventories and to 
designate it as an investment, and (2) 
indicating with such entries, to the 
extent feasible, the individual serial 
number of, or other characteristic sym- 
bol imprinted upon, the individual se- 
curity.5 The Service has ruled that 
investment securities of a brokerage 
firm deposited in accordance with a 
securities pilot operation with a bank, 
as transfer agent, to be held in the 
name of a nominee partnership, to- 
gether with similar securities of that 
firm and other participating firms held 
for sale to customers in the ordinary 
course of business, do not qualify as 
clearly identifiable investment securi- 
ties within the meaning of Section 1236 
of the Code. Notwithstanding the fact 
that the brokerage firm’s bookkeeping 
records clearly designate that a cer- 


4 Regs. Sec. 1.1236-1(b). 
5 Regs. Sec. 1.1236-1(d)(1). 


tain number of shares are held for in- 
vestment, and that purchases as made 
are so categorized within a 30-day 
period, the ability to identify through 
reference to certificate numbers is lost 
when the participating firms deposit 
with the bank, stock held for invest- 
ment along with customers’ securities 
and securities held as dealers.® 


A dealer in securities may inven- 
tory unsold securities at (1) cost, (2) 
cost or market, whichever is lower, or 
(3) market value; all of the securities 
must be inventoried by the same meth- 
od and such method may not be 
changed without permission of the 
Commissioner. A dealer in securities 
will be regarded as inventorying at 
cost where gain or loss from the sale 
of various lots of securities sold are 
made on the basis of the cost of each 
lot.” 


The Code contains provisions relat- 
ing to the adjustment to be made by 
dealers in tax-exempt securities in re- 
spect of premiums on certain munici- 
pal bonds held primarily for sale to 
customers in the ordinary course of 
business.’ For this purpose the term 
“municipal bond” is any obligation 
issued by a government or political 
subdivision thereof if the interest on 
such obligation is excludable from 
gross income. However, for taxable 
years ending after December 31, 1957 
and for obligations acquired after such 
date,® such term does not include an 
obligation disposed of within 30 days 
after the date of acquisition or an ob- 
ligation the earliest maturity or call 
date of which is a date more than five 
years from the date of acquisition, if 
such obligations are disposed of at a 
gain. With respect to obligations ac- 


6 Rev. Rul. 59-332, IRB 1959-41. 

7 Regs. Sec. 1.471-5. 

8 Sec. 75. 

®Sec. 2(c), Technical Amendments Act 
of 1958. 
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quired before January 1, 1958 the 
exception applies regardless of whether 
such obligations are disposed of at a 
gain or loss. 

Where the dealer in tax-exempt se- 
curities computes gross income by the 
use of inventories and the inventories 
are valued on a basis other than cost, 
then the cost of securities sold during 
the year is reduced by the nondeduc- 
tible amortizable bond premium ap- 
plicable to the municipal bond for such 
year. However, with respect to tax- 
able years ending after December 31, 
1957 and for obligations acquired after 
such date, the earliest maturity or call 
date of which is a date more than five 
years from the date of acquisition, no 
such reduction is necessary until the 
year in which such obligations are dis- 
posed of at a loss. At that time the 
adjusted basis of the bond is reduced 
by the nondeductible amortizable bond 
premium applicable to such bond for 
the period during which the bond was 
held. Where such dealer computes 
gross income without the use of inven- 
tories, or by use of inventories valued 
at cost, and the municipal bond is sold 
or otherwise disposed of during the 
year, the adjusted basis of the bond is 
reduced by the nondeductible amor- 
tizable bond premium applicable to 
such bond for the period during which 
the bond was held. 


BOND PREMIUM 


The provisions of the Code relating 
to amortization of bond premium’? 
are important for a bank in respect of 
its investment portfolio. In this con- 
nection the term “bond” means any 
bond, debenture, note, or certificate 
or other evidence of indebtedness, is- 
sued by any corporation and bearing 
interest (including any like obligation 
issued by a government or political 








10 Sec. 171. 
11 Regs. Sec. 1.171-2(a). 


subdivision thereof), but does not in- 
clude any such obligation which is held 
for sale to customers in the ordinary 
course of business. However, with re- 
spect to dealers in tax-exempt securi- 
ties, the rules referred to above regard- 
ing adjustment for bond premium are 
applicable. 

In the case of a corporation (and a 
bank is a corporation), amortization 
of bond premium is mandatory with 
respect to fully tax-exempt and par- 
tially taxable bonds. With respect to 
fully taxable bonds, amortization of 
bond premium is a matter of election. 
The election once made is applicable 
to all taxable bonds and is binding 
unless permission to revoke such 
election is obtained from the Com- 
missioner. 

Amortization of bond premium with 
respect to a tax-exempt bond is not 
allowable as a deduction. However, 
the basis of the bond must be adjusted 
by the applicable amount of premium. 
With respect to a taxable bond, if an 
election to amortize has been made, 
the amortization of bond premium is 
allowable as a deduction and the basis 
of the bond must be adjusted. With 
respect to a partially taxable bond, in 
effect, amortization of bond premium 
is allowable as a deduction for the 
purposes of computing the surtax. 
The basis of the partially taxable bond 
must be adjusted. 

Generally, the amount of bond pre- 
mium is the excess of the amount of 
the basis of the bond (for determining 
loss) over the amount payable at 
maturity or earlier call date.1! The 
earlier call date may be the earliest 
call date specified in the bond as a 
day certain, the earliest interest pay- 
ment date if the bond is callable at 
such date, the earliest date at which 
the bond is callable at par, or such 
other call date, prior to maturity, 
specified in the bond as may be selec- 
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ted by the taxpayer.” 

With respect to wholly taxable 
bonds issued after January 22, 1951, 
and acquired after January 22, 1954 
and before January 1, 1958, which 
have a call date of not more than three 
years after the date of issue, the 
amount of bond premium is deter- 
mined with reference to the amount 
payable on maturity. With respect to 
wholly taxable bonds acquired after 
December 31, 1957, the amount of 
bond premium is determined with ref- 
erence to the amount payable on ma- 
turity, or if it results in a smaller amor- 
tizable bond premium attributable to 
the period to the earlier call date, then 
with reference to the amount payable 
on the earlier call date. These restric- 
tions with respect to use of call dates 
were intended to eliminate abuses 
which developed in the investment field 
whereby short call dates were em- 
ployed for the purpose of enabling tax- 
payers to gain an undue tax advan- 
tage. 

The determination of the amount 
of amortization of bond premium must 
be made in accordance with a method 
which is reasonable and regularly em- 
ployed by the taxpayer or in accord- 
ance with methods prescribed by the 
Commissioner.!* Among the acceptable 
methods are (1) scientific, (2) 
straight-line, and (3) composite with 
respect to corporate mortgages.'4 

With respect to convertible bonds, 
the amount of amortization of bond 
premium may not include any amount 
attributable to the conversion features. 
In this connection a “convertible 
bond” includes a bond issued with 
detachable stock-purchase warrants. 
The value of the conversion features 
is determined by reference to the 


12 Regs. Sec. 1.171-2(b) (1). 
13 Regs. Sec. 1.171-2(f). 
14 Rev. Rul. 216, CB 1953-2, p. 38. 


values of bonds of similar character, 
classification, and grade, not having 
conversion features.!® 


BOND DISCOUNT — 
ORIGINAL ISSUE 


Prior to the 1954 Code there was 
considerable uncertainty as to the tax 
treatment of original issue discount. 
In an effort to eliminate this uncer- 
tainty Congress has provided specific 
rules with respect to such discount.!* 

Original issue discount is defined as 
the difference between the issue price 
and the stated redemption price at 
maturity. A “de minimis” rule is pro- 
vided in that the original issue dis- 
count is considered zero if such dis- 
count is less than one-fourth of one 
percent of the redemption price at 
maturity times the number of com- 
plete years to maturity. For example, 
if a 10-year bond with a stated re- 
demption price at maturity of $100 
is issued at $98, the original issue dis- 
count would be considered zero. On 
the other hand, if such bond were is- 
sued for $95 the original issue dis- 
count would be $5. Stated redemp- 
tion price at maturity is the amount 
fixed by the last modification of the 
purchase agreement and includes di- 
vidends payable at that time. 

Issue price in the case of bonds 
registered with the Securities and Ex- 
change Commission is the initial of- 
fering price to the public (excluding 
bond houses and brokers) at which 
price a substantial amount of the 
bonds were sold. In the case of pri- 
vately placed issues of bonds the issue 
price of each bond is the price paid 
by the first buyer of such bond. Initial 
offering price and price paid by the 
first buyer include aggregate payments 
made by the purchaser under the pur- 
15 Regs. Sec. 1.171-2(c). 

16 Sec. 1232. 
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chase agreement, including modifica- 
tions thereof. 

In the case of issues of bonds regis- 
tered with the Securities and Exchange 
Commission the term “date of orig- 
inal issue” means the date on which 
the issue was first sold to the public 
at the issue price. In the case of pri- 
vately placed issues of bonds such term 
means the date on which each such 
bond was sold by the issuer. 


The statute relating to original is- 
sue discount is applicable to bonds, 
debentures, notes, or certificates or 
other evidences of indebtedness, 
which are capital assets in the hands 
of the taxpayer, and which are issued 
after December 31, 1954 by any cor- 
poration, or government or political 
subdivision thereof, and held for more 
than six months. Upon the sale or 
exchange of such obligations any gain 
realized shall be considered as or- 
dinary income to the extent that it 
does not exceed (1) the original issue 
discount, or (2) if at the time of 
original issue there was no intention 
to call the obligation, that portion of 
the original issue discount which the 
number of months that the bond was 
held bears to the number of months 
from original issue date to maturity. 
Any gain in excess of such amount 
shall be capital gain. The statute is 
not applicable to obligations pur- 
chased at a premium or to those the 
interest on which is tax-free. 


The Regulations require that in the 
case of any obligation held by a tax- 
payer which was issued at an original 
issue discount after December 31, 
1954, the taxpayer shall keep a record 
of the issue price and issue date upon 
or with each such obligation (if known 
to or reasonably ascertainable by 
him). The issuer, underwriter or 
Wholesaler, as the case may be, shall 
mark the issue price and issue date 


upon every obligation which is issued 
at an original issue discount." 


WORTHLESS SECURITIES 


Generally, if a security which is a 
capital asset becomes worthless during 
the year, the loss is a capital loss.'* 
A security in this connection means a 
share of stock or a stock right in a 
corporation, or a bond, debenture, 
note, or certificate, or other evidence 
of indebtedness, issued by a corpora- 
tion or by a government, or political 
subdivision thereof, with interest cou- 
pons or in registered form. An ex- 
ception to the capital loss treatment 
is provided with respect to any secur- 
ity in a corporation affiliated with a 
domestic corporation. However, in 
the case of a bank, worthlessness of a 
bond, etc., referred to above, is 
treated as a bad debt.!® Moreover, 
where a bank owns directly at least 
eighty percent of each class of stock 
of another bank, stock in such other 
bank is not treated as a capital as- 
set; and worthlessness of such stock is 
an ordinary loss.?° 


BAD DEBTS 


Taxpayers may take a deduction for 
bad debts on the charge-off method 
or on the reserve method.*! Once the 
method of computing bad debts is 
elected by the taxpayer and approved 
by the Commissioner a change of 
method may not be made without 
permission of the Commissioner. For 
taxable years beginning after Decem- 
ber 31, 1959 application for permis- 
sion to change the method of com- 
puting bad debts must be made within 


17 Regs. Sec. 1.1232-3(f). 
18 Sec. 165(g). 

19 Sec. 582(a). 

20 Sec. 582(b). 

=1 Sec. 166. 
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ninety days after the beginning of the 
year of change. For taxable years be- 
ginning before January 1, 1960 such 
application must be made at least 
thirty days before the close of the 
taxable year for which the change is 
effective.** 

Under the charge-off method a de- 
duction for bad debts is allowed in 
the year in which the debt becomes 
worthless. If a debt is recoverable 
only in part a deduction may be al- 
lowed not in excess of the amount 
charged off during the taxable year. 
In the case of a bank, a charge-off by 
order of a supervisory authority is 
conclusive presumption of the com- 
plete or partial worthlessness of the 
debt to the extent charged off during 
the taxable year and claimed as a de- 
duction in the return for such year.** 

Under the reserve method a deduc- 
tion is allowed for a reasonable addi- 
tion to the reserve. The reasonableness 
of the addition is a factual question and 
must be determined in the light of the 
facts and circumstances applicable to 
the particular taxpayer. Much con- 
troversy has revolved around the de- 
termination of the amount of the rea- 
sonable addition to the reserve. This 
was a particularly troublesome area 
for banks. 

In an effort to eliminate contro- 
versy and provide a uniform formula 
for use by commercial banks in deter- 
mining a reasonable addition to a re- 
serve for bad debts, Mimeograph 6209 
was published in 1947.°* Provision 
was made for the use of a twenty- 
year, moving-average formula in deter- 
mining reserve additions. Under the 
formula an average bad debt loss ratio 
is determined. Such ratio is arrived at 
by (1) dividing the sum of the bad 


22 Regs. Sec. 1.166-1(b)(3); Regs. Sec. 
1.446-1(e) (3). 

23 Regs. Sec. 1.166-2(d). 

24CB 1947-2, p. 26. 


debt losses for the taxable year and 
the nineteen preceding years by the 
sum of the loans outstanding at the 
end of the taxable year and the nine- 
teen preceding years, or (2) by deter- 
mining the ratio of bad debt losses to 
the loans outstanding at the end of 
the taxable year and for each of the 
nineteen preceding years, and by de- 
termining the average of such ratios for 
the twenty-year period. The method 
of determining the average bad debt 
loss ratio, once adopted, is binding 
on the bank. In 1954 the bad debt 
formula was liberalized and _ banks 
may now use an average experience 
factor based on any twenty consecutive 
years of its own experience after 
1927.25 

Originally loans outstanding  in- 
cluded all loans except fully insured 
or guaranteed government loans. How- 
ever, now loans outstanding are to 
include only the uninsured or unguar- 
anteed portion of such government 
loans.*® In a recent case the petitioner 
failed to establish that the Commis- 
sioner unreasonably exercised the dis- 
cretion vested in him by law in elimi- 
nating F.H.A. Title If loans as 100 
percent government guaranteed, in the 
determination of the loss factor and 
the reserve addition for the taxable 
year.” It would appear that loans 
should be included at their tax basis. 
Accordingly, it has been suggested that 
unearned discount included in the 
amount of the loans outstanding be 
eliminated in determining the addition 
to the bad debt reserve. 

Under the original formula and the 
alternative formula, a newly organized 
bank or a bank without sufficient years 
of experience will be permitted to sub- 
stitute the experience of similar banks 





25 Rev. Rul. 54-148, CB 1954-1, p. 60. 

26 Rev. Rul. 57-210, CB 1957-1, p. 94. 

27 Miners National Bank of Wilkes-Barre, 
33 TC No. 5, filed October 14, 1959. 
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with respect to the same type of loans, 
preferably in the same locality. In this 
connection the Federal Reserve banks 
have compiled data in connection with 
loans and bad debt losses for each year 
starting with 1928. Banks without 
sufficient years of experience have been 
permitted to substitute such data in 
determining the additions to the re- 
serve. It has been held that a bank 
may not use a substitute loss ratio of 
other banks for the years that the tax- 
payer-bank was actually in existence.** 

The maximum amount of the addi- 
tion to the bad debt reserve for the 
taxable year is the amount determined 
by multiplying the average bad debt 
loss factor by the outstanding loans 
at the end of such year, or is the 
amount necessary to bring the balance 
in the bad debt reserve up to such 
amount in the event of a debit balance 
in the reserve before the current year’s 
provision. All or any portion of the 
permissible addition to the reserve may 
be taken as a deduction. However, 
there is a ceiling in respect of the 
amounts which may be added to the 
reserve. An amount may not be added 
to the reserve which will bring the 
total of the reserve at the end of the 
taxable year in excess of three times 
the average bad debt loss ratio applied 
to outstanding loans at such date. 
Where the reserve at the close of a 
taxable year exceeds the ceiling, it is 
not necessary to adjust the reserve to 
the ceiling although no addition may 
be made to the reserve. The additions 
to the reserve which have been taken 
as deductions on the tax returns and 
charges thereto in respect of bad debts 
sustained should be shown on the 
regular books of account of the bank. 

Generally, in connection with cor- 
porate acquisitions, mergers or consoli- 


28 American State Bank v. U. S., U. S. 
District Court, E. Dist. of Wisc., Sept. 3, 
1959, 


dations, the experience of the prede- 
cessor bank may be used in determin- 
ing the average bad debt loss ratio of 
the surviving or new institution. The 
outstanding loans and bad debt losses 
for the applicable years are combined 
and a new loss ratio is determined. 
Likewise, the bad debt reserve of the 
predecessor bank, determined under 
the formula, is combined with the bad 
debt reserve of the surviving or new 
bank. The ceiling limitation is appli- 
cable to the combined reserve. 

Where a corporation adopts a plan 
of liquidation and within a_ twelve- 
month period distributes all assets in 
complete liquidation, no gain or loss 
is recognized in respect of assets sold 
during such period.*? However, the 
Service has ruled that in such situa- 
tion, a reserve for bad debts set up 
with tax benefit and no longer re- 
quired, constitutes ordinary income in 
the final tax return.*” 


For taxable years beginning after 
December 31, 1951, mutual savings 
banks, savings and loan associations 
and cooperative banks have been sub- 
ject to the federal income tax law.*! 
Such institutions which elect the re- 
serve method of computing bad debts 
may deduct, as a reasonable addition 
to the reserve, an amount not in excess 
of the lesser of (1) the amount of 
the taxable income for the taxable 
year, before the bad debt deduction, or 
(2) the amount by which twelve per- 
cent of the total deposits or withdraw- 
able accounts at the end of the tax- 
able year exceeds the sum of surplus, 
undivided profits and reserves at the 
beginning of such year, hereinafter re- 
ferred to as net worth.*” If an insti- 
tution’s net worth at the beginning of 
a year is less than twelve percent of 


29 Sec. 337. 

30 Rev. Rul. 57-482, CB 1957-2, p. 49. 
31 Sec. 313, Revenue Act of 1951. 

32 Sec. 593. 
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deposits or withdrawable accounts at 
the end of such year, it is said to be 
“under twelve percent.” Conversely, 
it is said to be “over twelve percent” 
if such net worth exceeds twelve per- 
cent of such deposits or withdrawable 
accounts. 

Net worth for this purpose is the 
excess of total assets over total liabili- 
ties. The term “total assets” is the 
sum of money plus the aggregate of 
the adjusted basis (for determining 
gain) of property other than money. 
The term “total liabilities” means all 
liabilities, which are fixed and deter- 
mined, absolute and not contingent, 
and includes those items which con- 
stitute liabilities in the sense of debts 
or obligations. Total deposits or with- 
drawable accounts shall be considered 
a liability. In the case of a savings 
and loan association having permanent 
non-withdrawable capital stock repre- 
sented by shares, the paid-in amount 
of such stock shall also be considered 
a liability. Reserves for contingencies 
and other reserves, which are mere 
appropriations of surplus, are not lia- 
bilities.** 

The phrase “total deposits or with- 
drawable accounts” means the aggre- 
gate of (1) amounts placed with the 
institution for deposit or investment, 
and (2) earnings credited as dividends 
upon such amount prior to the close 
of the taxable year.** Mortgagors’ 
escrow deposit accounts are a part of 
total deposits or withdrawable ac- 
counts.?®> However, such term, in the 
case of a savings and loan association 
does not include permanent non-with- 
drawable capital stock represented by 
shares, or earnings credited thereon. 
But, the Service has ruled that the par 
value of the preferred stock of a sav- 
ings and loan association constitutes 


33 Regs. Sec. 1.593-1(d)(2). 
34 Regs. Sec. 1.593-1(d) (3). 
35 Rev. Rul. 55-435, CB 1955-2, p. 540. 


a part of the “total deposits or with- 
drawable accounts” where the relation- 
ship of the preferred stockholders to 
the association is that of an ordinary 
depositor.*® 


Where an institution is “under twelve 
percent” and has taken a deduction 
for an addition to a reserve for bad 
debts, it is required to transfer the 
amount of such deduction to a bad 
debt reserve on the regular books of 
account. In this connection, minimum 
amounts credited in compliance with 
federal or state statutes, regulations, 
or supervisory orders to reserve or 
similar accounts, or additional amounts 
credited to such reserve or similar ac- 
counts and permissive under such stat- 
utes, regulations or orders, against 
which charges may be made for the 
purpose of absorbing losses sustained, 
will be deemed to have been credited 
to the bad debt reserve." The Service 
has ruled that an amount credited to 
undivided profits under circumstances 
not foreclosing its availability for divi- 
dend distributions will not be deemed 
to have been credited to a bad debt 
reserve.°8 

An institution “over twelve percent” 
will be permitted to take a deduction 
for a reasonable addition to a reserve 
for bad debts under the general provi- 
sions of Section 166(c) of the Code, 
where it proves to the satisfaction of 
the Commissioner that the bad debt 
experience of the institution warrants 
an addition in excess of that provided 
for an institution “under twelve per- 
cent.” In this connection there shall 
be taken into account the net worth 
at the beginning of the taxable year.” 
The Service has ruled that the moving- 
average method of computing additions 
to a bad debt reserve, used by com- 


36 Rev. Rul. 55-391, CB 1955-1, p. 306. 
37 Regs. Sec. 1.593-1(c). 

38 Rev. Rul. 182, CB 1953-2, p. 120. 
39 Regs. Sec. 1.593-2. 
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mercial banks, is not available to 
mutual savings institutions.*° 

With respect to bad debts sustained, 
the amount of the deduction or amount 
chargeable to the reserve is the ad- 
justed basis of the debt (for determin- 
ing loss on sale or other disposition ).*' 
Where mortgaged or pledged property 
is bid in at a foreclosure sale, whether 
by the mortgagee or another purchaser, 
the mortgagee is allowed a bad debt in 
an amount equal to the difference be- 
tween the price at which the property 
is purchased (bid price) and the basis 
of the mortgage debt, provided the un- 
paid balance is uncollectible. If the 
mortgagee buys in the property, a gain 
or loss may also be realized on the 
sale, in an amount equal to the differ- 
ence between the bid price, up to the 
amount of the mortgage, and the fair 
market value of the property at the 
date foreclosure becomes complete. 
The fair market value of the property, 
in the absence of clear and convincing 
proof to the contrary, is presumed to 
be the bid price. The tax basis of the 
property for determining gain or loss 
on subsequent disposition is the fair 
market value at date of acquisition.‘ 

Where a creditor accepts a volun- 
tary conveyance of property, including 
property pledged as security for a debt, 
in partial or in full satisfaction of the 
unpaid portion of the indebtedness, 
the receipt of the property so con- 
veyed, to the extent of its fair market 
value at that time, shall be considered 
as the receipt of payment on the obli- 
gations satisfied. If the value of such 
property is less than the tax basis of 
such obligations, the difference, in 
the case of banks, is a bad debt. If the 
property so acquired is subsequently 
disposed of, the tax basis for deter- 


Rev. Rul. 54-148, CB 1954-1, p. 60. 
41 Sec. 166(b). 
42 Regs. Sec. 1.166-6. 


mining gain or loss is the fair market 
value at date of acquisition.** 


With respect to government insured 
or guaranteed mortgages the Service 
has held as follows: (1) no gain or 
loss is recognized by a mortgagee 
savings bank on the foreclosure of a 
mortgage insured by the Federal Hous- 
ing Administration, or guaranteed by 
the Veterans’ Administration, or on 
the acquisition by other means of 
the property securing a loan insured 
by the F.H.A. or guaranteed by the 
V.A., where the bank subsequently 
transfers the security to the F.H.A or 
V.A.; (2) the amount of bad debt 
loss realized on a defaulted F.H.A. 
insured loan, for which the insurance 
benefit is claimed, is the difference 
between the tax basis of the loan and 
the cash and the fair market value of 
the F.H.A. debentures received in 
payment of the insurance obligation, 
and such loss is realized at the time 
the F.H.A. debentures and the cash 
are received; (3) the bad debt loss 
on a loan guaranteed by the V.A., in 
those cases in which the mortgagee 
transicrs the security to the V.A., is the 
difference between the tax basis of the 
loan and the amount received in pay- 
ment of the guaranty and of the speci- 
fied approximate value of the property, 
and such loss is realized upon the final 
determination of the V.A.’s liability to 
the mortgagee.** 


DISCOUNT AND INTEREST 


Bank discount is, in effect, interest 
paid in advance in respect of a non- 
interest bearing note. The time for 
reporting such discount as income de- 


.pends on the method of accounting. 


On a non-interest bearing note that is 
payable in full at maturity the dis- 


43. LT, 3548, CB 1942-1, p. 74. 
44 Private ruling, May 6, 1955. 
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count is income to a cash-basis bank 
when the note is paid; where such note 
is payable in installments the discount 
is reported as income in proportion 
to payments made on the loan. For 
an accrual-basis bank the discount on 
a non-interest bearing note is income 
as earned.* 

It has been reported that banks 
are now able to obtain approval of 
the Commissioner of Internal Revenue 
to change their method of account- 
ing to report income received on in- 
stallment loans on a pro-rata basis 
over the life of the loan. In the past 
if a bank had been reporting all in- 
stallment loan income in the year in 
which the loan was made, it could not 
change to the pro-rata method with- 
out obtaining approval. Until recently 
the Commissioner has not granted such 
approval because doubt existed as to 
his authority. As a result of the Tech- 
nical Amendments Act of 1958 and 
the promulgation of regulations there- 
under, such doubt apparently has been 
eliminated. It has been reported that 
the Internal Revenue Service has ap- 
proved the first application for such 
a change in a bank’s accounting prac- 
tices; also, that this approval was ex- 
pedited because the bank specifically 
requested that the pro-rata method 
apply only to loans made in the cur- 
rent and subsequent taxable years and 
that income currently received on 
loans made in prior taxable years and 
fully reported in those years need not 
be reported in the current taxable 
year.*® 

With respect to an interest-bearing 
loan purchased at a discount, no in- 
come from such discount is reportable 
until payment is made of all or a por- 
tion of the loan, or until it is sold; if 
such indebtedness is payable in full 





45 S.M. 3820, CB 1925, p. 32. 
46 American Bankers Association Release, 
June 8, 1959. 


at maturity, the discount is income 
when payment is made; if such in- 
debtedness is payable in installments 
the discount is reported as income in 
proportion to payments made on the 
loan. This method of reporting is to 
be used by a cash-basis or an accrual- 
basis bank.47 However, it has been 
held that discount on purchased mort- 
gages is reportable by an accrual- 
basis taxpayer as earned and not in 
proportion to payments made.*® 

The Service has ruled that mutual 
savings banks, with large numbers of 
interest-bearing installment mortgages 
purchased at discounts, may elect to 
report such purchase discounts on a 
composite basis. Such basis would be 
determined with reference to the ex- 
perience of the particular bank and 
would be in lieu of reporting on the 
basis of payments made in respect of 
each loan.*® In a recent case involv- 
ing a cash-basis taxpayer it was held 
that discount on notes purchased is to 
be reported as income in proportion 
to payments on the loans.*® 

Where a non-dealer taxpayer buys 
short-term commercial paper issued 
at a discount and sells such paper 
after holding it for more than six 
months, it has been held that the dis- 
count earned constitutes ordinary in- 
come, in the nature of interest, and 
that the difference between the amount 
realized (less discount from date of 
acquisition to date of disposition) and 
the cost is capital gain or loss; such 
discount is to be reported as income 
by a cash-basis taxpayer when the 
paper is disposed cof and by an ac- 
crual-basis taxpayer as earned.” 


47 S.M. 3820, CB 1925, p. 32. 

48 Vancoh Realty Co., 33 BTA 918 (NA, 
CB 1939-2, p. 70). 

49 Rev. Rul. 54-367, CB 1954-2, p. 109. 

50 Willhoit, TC Memo 1958-207. 

51 Commissioner’s letter to Committee of 
Banking Institutions on Taxation, New York, 
N. Y., February 17, 1953. 
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Discount on _ certain short-term 
government obligations is reported as 
income when the obligation is paid 
at maturity, sold or otherwise disposed 
of.52 Thus for a cash-basis or accrual- 
basis bank, discount on Treasury Bills 
is reported when disposed of. It has 
been stated that for tax purposes the 
amount of discount at which the bills 
are originally sold by the govern- 
ment is considered to be interest and 
that the difference between the price 
paid, whether on original issue or on 
subsequent purchase, and the amount 
received either upon sale or redemp- 
tion at maturity, need only be included 
as ordinary gain or loss.** 

A commission on a_ bank loan 
which is charged to the borrower and 
deducted from the face amount of 
the loan is income to a cash-basis bank 
when actually received or realized 
upon payment, sale, or other disposi- 
tion of the loan. For an accrual-basis 
bank such commission is income in the 
year the loan is made.** 


The Code provides that gross in- 
come does not include interest on (1) 
obligations of a state, a territory, or a 
possession of the United States, or any 
political subdivision of any of the 
foregoing, or of the District of Colum- 
bia; (2) obligations of the United 
States, except those issued after Sep- 
tember 1, 1917, unless under the res- 
pective Acts authorizing the issuance 
thereof such interest is wholly exempt 
from tax; and (3) obligations of a cor- 
poration organized under an Act of 
Congress, if such corporation is an 
instrumentality of the United States 
and if under the respective Acts au- 
thorizing the issue of the obligations 
the interest is wholly exempt from 


52 Sec. 454(b). 

°3 Treasury Department Press Release, 
S-3047, May 15, 1952; Rev. Rul. 51, CB 
1953-1, p. 497. 

54 G.C.M. 14839, CB June 1935, p. 73. 


tax.°> Interest on certain obligations 
of the United States and certain of 
its instrumentalities is exempt from 
normal tax.°® Reference has been 
made above to the treatment to be 
accorded to amortization of premium 
in respect of tax-free and partially 
taxable bonds. 


SALE OR EXCHANGE OF ASSETS 


Banks, just like other taxpayers, 
must distinguish between capital as- 
sets and non-capital assets if they are 
to realize the maximum benefits af- 
forded under the law. To the extent 
material hereto, the Code defines 
capital asset as property held by the 
taxpayer (whether or not connected 
with his trade or business), but does 
not include (1) stock in trade, in- 
ventoriable property or property held 
for sale to customers, (2) real estate 
or depreciable property used in trade 
or business, (3) accounts or notes re- 
ceivable acquired in the ordinary 
course of trade or business for serv- 
ices rendered or from the sale of 
property described in (1) above, or 
(4) a government obligation issued 
on or after March 1, 1941, on a dis- 
count basis and payable without in- 
terest at a fixed maturity date not ex- 
ceeding one year from date of issue.*? 

The most common short-term gov- 
ernment discount obligation is the 
Treasury Bill. Such obligation is a 
non-capital asset and gain or loss on 
maturity or disposition is ordinary 
gain or loss. As stated hereinbefore, 
the discount in respect of such obliga- 
tion is reported as income at maturity 
or disposition. 

With respect to real estate and de- 
preciable property used in trade or 
business and held for more than six 
months, if the gains exceed the losses 


55 Sec. 103(a). 
56 Sec. 242. 
57 Sec. 1221. 
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on sale, exchange or involuntary con- 
version of such property, then such 
gains will be considered long-term 
capital gains.°* As such, the maximum 
tax will be the alternative tax of 
twenty-five percent.®® If the losses ex- 
ceed the gains then the regular rules 
apply with respect to non-capital as- 
sets. This special treatment with re- 
spect to gains is not applicable to 
inventoriable property or property 
held for sale to customers. 

The Service has ruled that where a 
bank acquires real estate by fore- 
closure or by deed in lieu of fore- 
closure and the property for a time is 
managed by the bank for the pro- 
duction of income, such property is 
property used in trade or business 
and the above rules are applic- 
able.°° Where such property is held 
for sale to customers in the ordinary 
course of business, the gain or loss is 
ordinary gain or loss.*1 Whether a 
bank, which has taken over real estate 
by foreclosure or by voluntary con- 
veyance, is holding property for sale to 
customers is a factual question to be 
determined in the light of all of the 
circumstances. Where a bank had 
made a few sales of property acquired 
by foreclosure it was held that the 
bank was not engaged in the busi- 
ness of selling real estate.** However, 
where there is substantial sales activ- 
ity the Service has ruled that such 
property does not constitute a capital 
asset but constitutes property held for 
sale to customers and gain or loss on 
sale is ordinary gain or loss.** 

For banks there is a special rule with 
respect to net losses from the sale or 
exchange of bonds. Normally, for a 


58 Sec. 1231. 


59 Sec. 1201. 

60 G.C.M. 26690, CB 1951-1, p. 28. 

61 Girard Trust Corn Exchange, 22 TC 
1343. 

62 Kanawha Valley Bank, 4 TC 252. 

63 Rev. Rul. 57-468, CB 1957-2, p. 543. 


taxpayer which is not a dealer in bonds, 
gains or losses on sale or exchange of 
such assets are capital gains or losses, 
However, for banks, if the losses from 
sales or exchanges of bonds, deben- 
tures, notes or certificates, or other evi- 
dences of indebtedness, issued by any 
corporation (including one issued by a 
government or political subdivision 
thereof), exceed the gains from such 
sales or exchanges, no such sale or ex- 
change shall be considered a sale or 
exchange of a capital asset.** Prior to 
a change by The Technical Amend- 
ments Act of 1958 a bond, for the pur- 
poses of the above, had to be with 
“interest coupons or in_ registered 
form.”® This change was effective for 
years beginning after December 31, 
1953 and ending after August 16, 
1954, 

Normally, when a debtor makes pay- 
ment on a debt to his creditor no sale 
or exchange is involved. However, 
there is a provision in the Code which 
treats such payment, under certain cir- 
cumstances, as an exchange. Amounts 
received on retirement of bonds, de- 
bentures, notes, or certificates or other 
evidences of indebtedness, which are 
capital assets in the hands of the tax- 
payer, and which are issued by any 
corporation, or government, or politi- 
cal subdivision thereof, shall be con- 
sidered to be amounts received in ex- 
change therefor.™ It has been held that 
a partial payment constitutes a retire- 
ment for the purpose of this provision 
of the Code.** Where bonds are issued 
before January 1, 1955, this rule is ap- 
plicable only to those issued with inter- 
est coupons or in registered form, or to 
those in such form on March 1, 1954. 


64 Sec. 582(c). 

65 Sec. 34, Technical Amendments Act of 
1958. 

66 Sec. 1(c)(1), Technical Amendments 
Act of 1958. 

67 Sec. 1232(a)(1). 

68 Howard Carleton Avery, 13 TC 351. 
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In this connection reference should be 
made to the “net bond loss” rule for 
banks discussed above. 

The activities of a bank in connec- 
tion with its security portfolio is some- 
what restricted by the “wash sale” rule. 
A loss on the sale or other disposition 
of stocks or securities may not be de- 
ducted where a taxpayer has acquired 
or has entered into a contract or option 
so to acquire, substantially identical 
stocks or securities within a period 
beginning thirty days before the date 
of the sale or other disposition and 
ending thirty days after such date. 
The loss is not lost but, in effect, is 
added to the basis of the stock or se- 
curity the acquisition of which gave 
rise to the disallowance.“ 

Whether stock or securities acquired 
are substantially identical to those dis- 
posed of is a factual question to be 
determined by an analysis of all of the 
material features. In connection with 
bonds a difference in the obligor or 
coupon rate normally will cause the 
bonds to be not substantially identical. 
However, where the obligor and cou- 
pon rate are the same then other 
features of the bonds must be consid- 
ered such as: call dates, maturity dates, 
eligibility for investment, redeemable 
for estate taxes, etc. 

The wash sale rule does not apply 
to a dealer in stocks or securities. 
Moreover, it does not apply to gains on 
the sale or other disposition of stocks 
or securities. In this connection the 
Service has ruled that where a taxpayer 
sold a bond at a profit and repurchased 
the same kind of a bond at a premium 
such premium could be amortized. 7 
Thus it is possible that the gain on 
disposition be taxed at the maximum 
alternative rate applicable to net long- 
term capital gains and the amortization 





69 Sec, 1091. 
70 Rev. Rul. 58-210, CB 1958-1, p. 523. 
1 Rey. Rul. 55-353, CB 1955-1, p. 381. 


of the premium on the reacquired bond 
be deducted against ordinary income. 

Banks which invest in reai estate 
mortgages sometimes find it necessary 
to dispose of such mortgages to the 
Federal National Mortgage Associa- 
tion. In connection with such disposi- 
tion the selling bank is required to pur- 
chase at par FNMA common stock in 
an amount equal to not more than two 
percent nor less than one percent of the 
unpaid principal of such mortgages.™* 
The fair market value of such stock 
at time of purchase has been and is 
considerably less than par. The Ser- 
vice has ruled that the amount paid for 
the stock does not constitute a deducti- 
ble expense but must be capitalized; 
also, that the basis of such stock is its 
cost irrespective of its fair market 
value, and gain or loss on subsequent 
disposition of such stock constitutes a 
capital gain or loss.** The Service has 
been requested to reconsider its ruling; 
also corrective legislation has been 
proposed.*4 

Generally, an exchange of an asset is 
a transaction in which gain or loss is 
recognized unless such transaction is 
within the provision of the Code relat- 
ing to non-taxable exchanges.** The 
law has now been amended to provide 
for the nonrecognition, in certain cases, 
of gain or loss on the surrender to the 
United States of old U. S. obligations 
solely in exchange for new U. S. obli- 
gations.*® This tax-free exchange is to 
be available only when so provided by 
regulations issued by the Secretary of 
the Treasury. The new legislation is 
intended to aid the Government in its 
attempts to achieve a better balance in 
the debt structure by facilitating the 


72 Sec. 303(b), Federal National Mort- 


gage Association Charter Act. 

73 Rev. Rul. 58-41, CB 1958-1, p. 86. 

74 H.R. 7947, 86th Congress. 

7 Sec. 1002. 

76 Public Law 86-346, approved Septem- 
ber 22, 1959. 
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refinancing of outstanding securities in 
advance of their final maturities.*7 


CONCLUSION 


During the past few years our coun- 
try has experienced a tremendous ex- 
pansion in the economy and is enjoying 
continuing prosperity, the like of which 
has never before been seen. During 
this time the banking industry has wit- 
nessed unprecedented increases in loan 
portfolios. Sound banking principles 
require that adequate reserves be pro- 
vided to absorb future losses on such 
loans. 

The booming economy, however, is 
also accompanied by inflationary con- 
ditions. Various attempts have been 
made to apply brakes to the infla- 
tionary pressures. As a result, a tight 


77 House Ways and Means Committee Re- 
port No. 1148, accompanying H.R. 9035, 
86th Congress. 


money market has developed and in- 
terest rates have been increasing, 
Banks found that restrictions have de- 
veloped with respect to funds available 
for loans. In order to meet the seem- 
ingly insatiable demand for funds on 
the part of industry, banks have been 
forced to convert a portion of their in- 
vestment portfolios into more liquid 
assets. 

In view of the dynamic forces at 
work today in the banking industry, it 
is imperative that management and its 
tax advisors seriously consider appli- 
cable tax principles which can have 
such a vital effect on the soundness and 
profitableness of each institution. To- 
day, banks are in an excellent position 
to maximize tax savings and thereby 
minimize business losses through judi- 
cious application of the provisions of 
the income tax law, particularly those 
relating to loans, reserves and securi- 
ties. 


A BANKER’S MESSAGE 


We must rely upon reports made by accountants and are 
fully aware of the necessity for audit of records and reports of 
financial condition and operating results by independent auditors. 
In this connection, we are sometimes disturbed by important 
exceptions which appear in audit reports indicating that for one 
reason or another, our customer has not arranged for as com- 


plete an audit as he might require. . 


.. | urge you to attempt to 


get the banker into the discussion with your client in determin- 
ing the scope of your examination. I think most bankers would 
agree that an exception or qualification to an opinion as to finan- 
cial condition usually relates to a phase of the business in which 
the banker would be most interested. ... 

Most bankers would agree that a customer who is hesitant 
to incur the expense of legitimate accounting services is a cus- 


tomer to view with concern. 


Such a reluctance may well be a 


signal to us that his failure to recognize the need for this vital 
service may indicate a limitation upon his judgment and ability 
to make other major management decisions. 

I have thought many times what a utopian business climate 
the banker would enjoy if with every loan application he had the 
customer's financial statements supported by an _ unqualified 
opinion by a certified public accountant. I trust that our co- 
operative efforts will ultimately cause this to come about for 


all important bank customers. 


W. A. Pounps, “A Message from the 
Bankers of Texas,” THE TExas CPA, January 1960 
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Budgeting and Forecasting 


By RoBerT L. BuRTON, CPA 


There is a logical pattern which should be followed in devel- 
oping and using forecasts and budgets to provide effective 
managerial controls. The author describes this pattern and out- 
lines the essential principles of budget planning and the major 
considerations to be reflected in preparing the master budget 
and the budgets for sales, sales expense, production, purchas- 
ing, expenses, capital expenditures, and financing. 


Bupcerine and forecasting do not 
have to be explained or “sold” to the 
management of any well-run business 
or nonprofit organization. While these 
familiar tools of effective control have 
wide acceptance, it is surprising that 
even some major corporations do not 
make full use of their capabilities. 
The neatly bound and meticulously 
prepared budgets that one frequently 
sees are not always used for planning 
and control. Instead, management de- 
cisions are sometimes made without 
consideration of the effect on the bud- 
get or the over-all operating plan. 
This does not mean that management 
should relinquish its prerogative to 
take action necessitated by changing 
times or conditions in order to stay 
within the limits imposed by inflexible 
budgets. Rather, the forecast and 





ROBERT L. BURTON, CPA, is a manage- 
ment services specialist in the New York 
office of Lybrand, Ross Bros. & Mont- 
gomery, Certified Public Accountants. He 
is a member of our Society, the Ameri- 
can Institute of Certified Public Account- 
ants, the National Association of Account- 
ants and the Systems and Procedures 
Association of America. 


budget, when compared with the re- 
sults of actual operations, should serve 
as guides to management when making 
important decisions. 

The forecast and budget should be 
reviewed periodically. Many companies 
do so quarterly. Revisions must be 
made to conform the budget and fore- 
cast té major changes authorized by 
management. The budget and fore- 
cast should always represent the best 
estimate of potential volume and the 
most effective plan for using the or- 
ganization’s available resources to max- 
imize profits. In the case of nonprofit 
organizations, the desired goal is to get 
maximum use out of revenues while 
keeping administrative costs to a 
minimum. 

One should not make the mistake 
of considering budgets and forecasts 
as being essential only to large or 
medium-sized organizations. While it 
is true that the small businessman 
usually is conversant with the poten- 
tials and problems of his business, the 
use of budgeting and forecasting is 
just as essential to the continued suc- 
cessful operation of a small business 
as to its larger competitors. The 
small business does not require a 
highly sophisticated type of forecast 
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and budget. The installation of prac- 
tical budgeting procedures is another 
area where public accountants can 
render invaluable service to their 
smaller clients. 


BUDGET PLANNING 


Historical data, notably the results 
of operations in past periods, provide 
basic information for the forecast and 
budget. Although these data are im- 
portant, it is also imperative that fu- 
ture prospects be considered. Very few 
business organizations have achieved 
any real success by constantly looking 
backward, and no human being has the 
power to infallibly forecast the future. 
However, techniques developed by 
economists, statisticians, market re- 
searchers and others have tended to 
dispel some of the haze that always 
surrounds future predictions. 

It is essential, when establishing a 
budget that both short-term fluctua- 
tions and long-term trends be con- 
sidered. Short-term fluctuations (for 
example, the duration of a business 
recession and its effect on a particular 
industry) are quite difficult to gauge. 
The recession that occurred during 
1958 is a prime example. Some in- 
dustries experienced severe declines in 
sales volume and profits. Others were 
unaffected. Still others enjoyed in- 
creased volume and profits. The reces- 
sion affected some geographical areas 
of the country far more than others. 
How does one weigh in all of the 
complex factors that might affect the 
future course of a business? There 
is no simple answer; the best available 
method uses past operating results, 
takes into account the expected im- 
pact of short-term economic factors, 
weighs the potential effect of trends 
in the industry, and utilizes the best 
available data resulting from market 
and product research. The work of 
operations research teams in some ma- 
jor companies assists management in 


coping with the many variables in- 
volved. In smaller organizations, reli- 
ance must be placed upon the judg- 
ment of the management team. 


MASTER BUDGET 


An over-all plan must be developed 
to establish the desired goals and the 
methods of attaining them. That is 
the purpose of the master budget. 

The logical starting point is the 
sales forecast, or, for nonprofit organi- 
zations, the estimated revenues. The 
sales executives of the organization 
obviously must supply their estimates 
of the sales volume. Since all other 
aspects of the budget are dependent 
upon this forecast, it is imperative that 
it be reasonably accurate. Sales execu- 
tives are basically optimistic and it is 
incumbent upon the budget committee 
and the budget director to assure 
themselves that this optimism has not 
unduly influenced the sales forecast. 
Inflated sales forecasts can and usu- 
ally do mean that the organization will 
incur a lot of needless expense. Over- 
buying and overproduction, excessive 
inventories and unwarranted carrying 
charges, increased personnel costs, and 
a host of other unjustified expenses 
can result. 

Once the expected sales volume has 
been established, each of the other 
aspects of the company’s operations 
can be considered and requirements 
determined. How large an inventory 
will be needed, what purchases will 
have to be made, how much will have 
to be produced, how many employees 
will be hired or terminated? The an- 
swers to these and to many other ques- 
tions must come from an evaluation of 
the sales forecast. © 

The master budget represents the 
over-all “profit plan” that manage- 
ment uses for control purposes. From 
it stem all of the other types of budgets 
that are discussed in subsequent sec- 
tions of this article. 
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SALES BUDGET 

The sales budget provides the de- 
tails necessary for preparing the fore- 
cast sales section of the master budget 
just described. It is important that the 
most advantageous product mix be 
determined. (Product mix is that vol- 
ume of sales of each of the products 
in the company’s line that will return 
the best profit consistent with pre- 
vailing conditions.) Accordingly, the 
sales forecast is developed by product 
and product line which provides the 
data necessary for preparing the pur- 
chasing and production budgets. 

Another important aspect of the 
sales budget is the assignment of sales 
quotas to various organizational units 
comprising the sales department. 
Therefore, the quotas set for individual 
salesmen, sales offices, etc., must be 
incorporated into the over-all sales 
budget. The attainment of the desired 
sales volume hinges largely upon the 
ability of the sales personnel to pro- 
duce. The expenses to be incurred in 
connection with the direct sales effort 
must be decided upon for incorpora- 
tion in the sales expense budget. 


SALES EXPENSE BUDGETS 

How much must the organization 
expect to spend to produce the desired 
sales volume? Obviously, the answer 
is to spend enough to provide incentive 
to the members of the sales force to 
attain or better the established quotas. 
Here, again, a very important point 
must be kept in mind. The sales in- 
centive must be worked out in such a 
way that the desired product mix is 
attained. It quite often happens that 
those products that produce the small- 
est profits are also easiest to sell. En- 
lightened sales management certainly 
takes that into account when estab- 
lishing the sales quotas and related 
incentives. 


The elements of direct selling ex- 
penses must be provided for. Sales- 
men’s salaries, commissions and ex- 
penses have to be keyed to the volume 
that the members of the sales force 
are expected to produce. The cost to 
the company must be measured in 
terms of sales volume. The various 
organizational units assigned by geo- 
graphical area, product line, or other 
categories must be allocated a portion 
of the over-all selling expense budget 
consistent with the quota requirements. 

In effect the sales expense budget 
must be developed along two sepa- 
rate lines. The desired product mix 
must be introduced into the quotas 
that are set up and the anticipated 
selling expenses to produce the desired 
volume must be determined. It is in- 
cumbent upon those responsible for 
budget preparation to allocate the 
allowable expenses by organizational 
units. 

Comparison of actual selling ex- 
penses with the budget should be made 
with a view toward determining that 
the expenses incurred have resulted in 
the production of sales volume con- 
sistent with management’s established 
goals. Obviously, in only a few in- 
stances is it possible for sales forces 
to produce business in exactly the 
volume and product mix that are con- 
sidered desirable by management. The 
comparison between actual selling ex- 
penses and those budgeted must be 
made in the light of the ability of an 
organizational unit to provide the de- 
sired volume within the framework of 
the budget established for it. 

Many small organizations include 
sales promotion and advertising in 
their selling expense budgets. For the 
purpose of this article, sales promotion 
and advertising expenses will be con- 
sidered as belonging to separate budget 
classifications. The importance of these 
two types of expenses in the light of 
present competitive conditions cer- 
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tainly warrants that they should be 
controlled separately. 


PRODUCTION BUDGET 


It is quite obvious that the produc- 
tion budget is associated solely with 
manufacturing enterprises. When pre- 
paring this budget quite a number of 
factors must be considered. The sales 
forecast, again, is a major considera- 
tion. The product mix that has been 
established as the result of preparing 
the sales budget must control. The 
quantities that are presently on hand 
in the raw material, work-in-process or 
finished state must be considered. The 
ability of the production facilities of 
the organization to produce the de- 
sired quantities and quality of products 
has to be weighed. Perhaps it is most 
economical to buy a product either 
partially finished or to have it com- 
pleted by a vendor; “make or buy” 
decisions must be made. Model and 
style changes must be provided for. 
Personnel and equipment requirements 
have to be taken into account. Tool- 
ing requirements are essential consid- 
erations. The quantities of raw materi- 
als, semi-finished parts, supplies, etc., 
must be determined for the purpose of 
preparing the purchasing budget. Co- 
ordination of all of the rather complex 
aspects of the production budget with 
the various other types of budgets 
can be a formidable job, particularly in 
a major manufacturing company with 
a large number of products and di- 
versified product lines. 

The preparation of the production 
budget calls for team action. The pro- 
duction executives, engineers, man- 
agers and other members of the pro- 
duction force must provide their esti- 
mates of all the requirements outlined 
above. These must be reduced to the 
common denominator, dollars, which 
is usually developed in cooperation 
with the budget director or his staff. 

The production budget further af- 


fects the cost accounting department, 
The determination of labor and bur- 
den rates must be consistent with the 
budgetary requirements. 

For those companies using standard 
costs, standards sometimes have to be 
revised. For new products and model 
or style changes, it is essential that up- 
to-date standard costs be established. 

Comparisons of actual production 
costs with the budgeted costs must be 
made in the light of variance from 
established standards or deviations 
from budgeted goals. This provides 
the measure for determining the rea- 
sons for not meeting production goals, 
Variance analyses point up the reasons 
and clearly fix responsibility. Price, 
usage, volume and performance vari- 
ance enable management to gauge the 
efficiency of the production operation 
and the effect upon cost of sales. 

Adjustment of production budgets 
must be made periodically. Usually 
such adjustments result from the ne- 
gotiation of labor contracts, substan- 
tial price or volume changes, etc. Tech- 
nological improvements made during 
a period to which a budget applies 
frequently have a substantial effect 
upon the manufacturing costs. The 
budget for the remainder of the period 
obviously must be adjusted to give 
effect to the changed situation. 


PURCHASING BUDGET 


The smooth functioning of any 
manufacturing or mercantile business 
depends to a large extent upon the 
availability of inventories. Both out- 
of-stock or overstocked conditions are 
dangerous. The first usually means 
loss of business and delays in produc- 
tion scheduling. The latter incurs a 
lot of unnecessary costs. These costs 
include excessive inventory carrying 
charges, increased warehousing ex- 
penses, greater chances of spoilage or 
deterioration, obsolescence necessitat- 
ing markdowns or other disposal, and 
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a host of other unnecessary costs. 

It is incumbent upon top manage- 
ment to define the parameters within 
which the purchasing units must op- 
erate. The purchasing function must 
be keyed to the requirements of all 
phases of the company’s operations. 
Maxima should be established for in- 
ventory investment. With company 
policy firmly established, the purchas- 
ing executives can then develop the 
over-all program for their departments. 
Lead-times, availability of materials 
or merchandise, cyclical fluctuation, 
requirements consistent with economic 
ordering of quantities, and all the other 
factors that affect the purchasing pro- 
gram must be considered. 

The requirements of the purchasing 
budget and forecast must be keyed 
to the financial budget. Since a con- 
siderable portion of the accounts pay- 
able of a business usually arise from 
inventory purchases, it is essential that 
financial management be provided with 
a forecast of cash requirements to 
meet such obligations. Often this en- 
tails establishing substantial lines of 
credit to finance purchases. This fur- 
ther points up the need for the co- 
ordination of all phases of the com- 
pany’s operations through the master 
budget. 

As in the case of the production 
budget, the purchasing budget must be 
revised on occasion to give effect to 
changes in business conditions. Ex- 
pected major price advances may make 
it desirable to hedge by increasing the 
investment in inventory. On the other 
hand, substantial price reductions may 
make it advantageous to reduce inven- 
tory levels to a safe operating mini- 
mum. Top management must be 
alerted to the possible impact of major 
price fluctuations in order to plan any 
changes in the purchasing budget. 


EXPENSE BUDGETS 
Except for the sales expense budget, 


which was discussed above, all types 
of expense budgets will be covered in 
this section. Basically, there are two 
types of expense budgets — depart- 
mental and functional. 

Departmental budgets provide for all 
types of expenditures that are likely to 
be encountered by any organizational 
unit. These include salaries, wages, 
supplies, taxes and the entire gamut 
of operating expenses. The budget ap- 
propriates an amount sufficient to cover 
the anticipated expenses to be incurred 
in connection with the workload that 
will be handled by the organizational 
unit. Again, the sales forecast as con- 
tained in the master budget, determines 
the level at which each department will 
operate. The personnel, equipment, 
space requirements and all other con- 
siderations hinge upon the anticipated 
volume of business to be transacted. It 
is incumbent upon the department head 
to live within his budget or to have 
sound justification for requesting an in- 
crease in appropriation. Conversely, 
good management on the part of a 
department head may enable him to 
effect savings. The ability of a depart- 
ment head is normally evaluated on 
the basis of the performance of his 
unit. A further test of his managerial 
skill is his ability to operate his unit 
at a cost not in excess of the budget 
authorization. Except for special costs, 
of which top management would cer- 
tainly be aware, the departmental 
budget should reasonably approximate 
the actual expenses. 

Functional budgets enable manage- 
ment to control the various types of 
natural expenses. Advertising, sales 
promotion, research and development 
are notable examples of this type of 
budget. Obviously, management de- 
sires to get the maximum benefit from 
expenditures of this type. Effective 
control to assure that the cost is kept 
to a minimum consistent with the over- 
all profit plan must be maintained. A 
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percentage of forecast net sales is used 
by many companies as the basis for 
establishing the advertising and sales 
promotion budgets. Research and de- 
velopment budgets are usually geared 
to the long-term program of the or- 
ganization. The development of new 
products, improvement of existing 
products, development of new types of 
production machines and equipment 
must all be identified with the future 
program of the company. In a dynamic 
organization it is imperative that the 
present be used to prepare for the 
future. Otherwise stagnation sets in, 
which ultimately can cause the organi- 
zation to fail. 

The advertising budget usually con- 
trols the expenditures of relatively sub- 
stantial sums of money. Still, the bene- 
fits derived from advertising are among 
the most difficult to appraise. The 
effectiveness of an advertising program 
can only be judged by the fluctuations 
in sales volume. It is extremely diffi- 
cult to identify the results of an ad- 
vertising campaign with sales dollars. 
Many other factors may also influ- 
ence sales. Therefore, the control of 
the dollars expended for advertising 
must be made as tight as possible to 
minimize cost. There are few organi- 
zations that can get along without ad- 
vertising; the intangible benefits de- 
rived from it must be identified with 
some tangible results of operations. 
Again, advertising campaigns do not 
always produce immediate results. 
Often, long after an advertising cam- 
paign has terminated, the benefits con- 
tinue to be realized. 

It is customary, particularly with 
major advertising budgets, to place the 
responsibility for the over-all program 
with an advertising agency. Reliance 
must be placed on the artistic, tech- 
nical, and creative skills of the agency’s 
staff. The only tangible results of the 
advertising program are the copy that 
appears in various printed media, on 


billboards, or on the programs or spot 
announcements that are broadcast on 
radio or television. Management must 
evaluate the effectiveness of the ad- 
vertising on the basis of the sales vol- 
ume and the advertising cost per sales 
dollar to prod'ce that volume. 

The resuli. obtained by incurring 
sales promotion expense are somewhat 
easier to gauge than those pertaining 
to advertising. However, there still 
are many nebulous areas that must be 
considered here. Again, as in the case 
of advertising, the best method to de- 
termine the success of a sales promo- 
tion campaign is the increased volume 
of sales produced as a result. Is the 
cost of sales promotion justified in 
terms of the total sales produced, or, 
better still, has the net profit of the 
company increased because of the sales 
promotion effort? Comparison of the 
sales promotion costs with the actual 
sales and the ultimate net profit is the 
only really reliable measure. 


CAPITAL EXPENDITURES BUDGET 


Every business organization must 
have property, plant and equipment in 
order to operate. Replacements of or 
additions to these assets customarily 
require careful planning over long pe- 
riods of time. The cost of new facili- 
ties is usually substantial, which ob- 
viously poses the problem of how 
financing will be accomplished. Then 
there is the time factor; new facilities 
must be planned long in advance in 
order to have them available when 
needed. Accordingly, trends in the in- 
dustry as well as the forecast of the 
organization’s share in the potential 
market must be considered. Techno- 
logical advances in many industries 
have made it mandatory that equip- 
ment be replaced with more sophisti- 
cated or later-model equipment in 
order to keep costs down and to main- 
tain a favorable competitive position. 
Many variable factors have to be 
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weighed before decisions can be made. 

The capital expenditures budget pro- 
vides for the preliminary studies essen- 
tial to the formulation of plans for 
ultimate acquisition of property, plant 
and equipment. It also gives effect to 
the current program of construction 
and acquisition. The current year’s re- 
quirements for capital expenditures as 
well as the provision for future years’ 
programs are important to any pro- 
gressive business organization in order 
to assure its continued successful op- 
eration. 

While the stress in this section of 
the article has been placed upon the 
programs of profit-motivated business 
organization, it is equally important 
that nonprofit organizations also rec- 
ognize the importance of the capital 
expenditure budget. The same factors 
influence the decisions that must be 
made by directors or trustees relative 
to capital acquisitions. Programs for 
providing new property, plant and 
equipment must be considered well in 
advance of the time of need for the 
facilities. Coordination of these plans 
with fund raising is essential to the 
successful culmination of any program 
for expansion or replacement. 


FINANCIAL BUDGETS 


Few business or nonprofit organiza- 
tions are in the happy position that 
they do not have to carefully forecast 
their cash requirements. The few or- 
ganizations that do not have to con- 
sider this problem usually have reached 
that position by careful financial budg- 
eting in prior periods. 

The forecast of cash receipts and 
cash requirements in the immediate 
future and for the long term are essen- 
tial to the proper administration of the 
company’s or organization’s affairs. 


Financial executives must lean heavily 
on the forecast of financial resources 
and requirements of their organizations 
in order to plan effective financing or 
to call for additional investment by 
owners and stockholders or for addi- 
tional contributions from donors. 

Financing poses the problem of in- 
terest costs and the impact that such 
costs will have upon the net profits 
of future periods. Once the indebted- 
ness has been incurred, it is mandatory 
that provision be made for the amorti- 
zation of the principal balance of the 
loan as well as for the interest pay- 
ments due on the unpaid principal 
balance. 

Coordination of all aspects of antic’- 
pated cash receipts and cash disburse- 
ments is essential to financial budget- 
ing. It is necessary that the pattern 
of remittances from customers or don- 
ors be determined so that the cash 
inflow may be correlated with cash re- 
quirements. Careful planning and con- 
trol minimizes the need for short-term 
borrowing in order to meet current 
financial obligations. 

It is a waste of time to prepare a 
cash forecast and then permit it to fall 
into disuse. Unfortunately, this some- 
times happens. Instead of carefully 
comparing actual cash receipts and dis- 
bursements with the cash forecast, 
some financial executives work entirely 
with the actual figures. Certainly, the 
actual figures are by far the most im- 
portant, but for planning purposes the 
forecast must be adjusted to reflect the 
anticipated requirements for the im- 
mediate future and the long term. It 
is too late to plan a financial program 
when the cash requirement has arisen. 
Therefore, enlightened financial man- 
agement avoids this pitfall by advance 
planning through the financial budget. 
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New York State Tax Forum 


Guest Editor—MURRAY L. BRINN, CPA 


DIVIDEND TAX ON 
REAL ESTATE CORPORATIONS 


Section 182 of the Tax Law im- 
poses a corporate tax of two percent 
on all dividends paid by real estate 
corporations. In addition to  pay- 
ments out of current and accumulated 
earnings and profits, the law also de- 
fines dividends to include amounts 
paid as interest on debenture bonds, 
or on promissory notes and other in- 
debtedness held by stockholders own- 
ing in excess of five percent of the 
issued capital stock, where the pro- 
ceeds of the foregoing are used to 
acquire assets. Interest paid on se- 
cured debts, e. g., mortgage bonds and 
the like, is not within the definition of 
dividends. The law further provides 
that amounts paid by a corporation 
in redemption of its own stock shall 
be dividends to the extent that the 
payments are in excess of the amounts 
paid in for the stock. 

The above section of the law has 
been interpreted to exact a tax on a 
variety of transactions. Excessive sal- 
aries paid to stockholders are con- 
sidered dividends. Dividends payable 
in the stock of the payor are subject 





MURRAY L. BRINN, CPA, is a member 
of our Society’s Committee on New York 
State Taxation. Mr. Brinn is a partner in 
the firm of Joseph Getz & Company, certi- 
fied public accountants. 


to the tax where surplus is trans- 
ferred to a capital account. Stock 
paid as a result of a split, however, is 
not considered a dividend. Stock divi- 
dends are taxable where there are no 
earnings and profits, if the dividends 
are paid out of a surplus created by 
an appraisal of the corporation’s prop- 
erty. Divisive reorganizations may re- 
sult in the two-percent tax if the dis- 
tributing corporation has a surplus. 


The above recurring type of trans- 
action makes it necessary to main- 
tain detailed records of earnings and 
profits, since in many instances the 
effect on earnings and profits for fed- 
eral tax purposes will be quite differ- 
ent. For example, a stock dividend 
paid by a transfer from surplus does 
not reduce earnings and profits for 
federal dividend purposes, but for the 
purpose of the two-percent state tax 
which will be paid thereon, the amount 
transferred must thereafter be con- 
sidered as paid-in capital. A redemp- 
tion of stock deemed a dividend for 
federal income taxation, and thus fully 
chargeable against earnings and pro- 
fits for federal taxation, is only par- 
tially subject to the state franchise tax 
and reduces surplus accordingly. In 
a transaction qualifying as a_ partial 
liquidation under the Internal Revenue 
Code, the Service ignores the actual 
number of shares redeemed in deter- 
mining the taxable gain of the share- 
holder. If, for example, 50 percent of 
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the corporate assets are distributed, the 
Service considers only 50 percent of 
the stock as redeemed, despite the fact 
that 75 percent of the stock has been 
turned back to the corporation. Pre- 
sumably, in calculating the two-percent 
state tax, only that portion of the dis- 
tribution which exceeds the amount 
paid in for 75 percent of the stock will 
be a dividend. 

Subdivision 2 of Section 182 im- 
poses the two-percent tax on liquida- 
tions of real estate corporations based 
“upon the sum of the corporation’s 
actual net worth in excess of its ac- 
tual paid-in capital.” Undoubtedly, 
contributions of property to a corpora- 
tion by its stockholders and credited 
to paid-in surplus, are considered to 
be capital. Is forgiveness of a cor- 
porate debt by its stockholders paid-in 
capital? Certainly, to the extent of the 
principal of the debt, this is so. But 
what about interest payable to stock- 
holders which, although not paid, has 
been accrued and deducted from in- 
come and subsequently forgiven by the 
stockholders? The State Tax Commis- 
sion apparently takes the view that the 
accrued interest forgiven is not prop- 
erly treated as paid-in capital, but 
merely is a measure of the amount by 
which earned surplus has been under- 
stated. While there may be some jus- 
tification for such a view where the 
interest has accrued on debenture 
bonds, the proceeds of which were 
used to acquire property, the writer 
finds no support for such a position 
Where the interest has accrued on a 
secured debt. In the former situation, 
the forgiveness of the interest pay- 
able, which would be taxed as divi- 
dends if paid, in effect is being paid by 
increasing the amount payable in li- 
quidation. It is merely the form by 
which the interest is paid which is dif- 
ferent. However, in the case of a 
secured debt, a mortgage bond for ex- 
ample, the payment of interest is not 


considered dividends subject to the 
tax. Irrespective of the form in which 
such interest is paid, it should not be 
subject to tax. Consequently in the 
latter situation, forgiven interest should 
be considered as paid-in capital. 


CAPITAL GAINS OF TRUSTS 

Capital gains realized by trusts are 
taxed in the hands of the fiduciary, 
notwithstanding that the gains may be 
distributable or are paid or credited 
to beneficiaries. Trusts acquire a sta- 
tus as resident or nonresident entities 
by virtue of the domicile of their cre- 
ator. Where the creator is domiciled 
within New York State at the time the 
trust is created, it is a resident trust, 
and if the creator is domiciled else- 
where the trust is a nonresident trust. 
A trust having a nonresident status is 
subject to tax to the same extent as 
non resident individuals. 

The above rules were recently ap- 
plied to the following situation. A 
number of years ago several indi- 
viduals, some of whom were domi- 
ciled within New York, the others 
being domiciled elsewhere, created a 
voluntary trust by a transfer of their 
stock ownership in several close cor- 
porations. Each donor acquired a pro- 
portionate interest in the trust. Sub- 
sequently the stock was disposed of 
at a gain, each creator receiving his 
proportionate share. To the extent 
that the gain was attributable to the 
New York State domiciliaries, it was 
taxed in the trust. The balance of the 
capital gain was determined to be not 
subject to New York State income 
tax. 


INCOME OF NONRESIDENT 
EMPLOYEES 

Compensation received by a non- 
resident employee is includible in gross 
income to the extent that the serv- 
ices were rendered within New York 
State. In allocating the total compen- 
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sation received to New York State, 
the regulations provide for a ratio, the 
numerator of which is the number of 
working days spent in New York dur- 
ing the year, the denominator being 
the total number of working days in 
the year. In a recent case, a non- 
resident claimed allowance for days of 
work spent at his home outside New 
York: The taxpayer possessed the ne- 
cessary facilities to perform his serv- 
ices and he claimed that he was bet- 
ter able to serve his employer in this 
way because he was free of interrup- 
tions. The Supreme Court, Appellate 
Division, Third Department, held that 
the personal convenience of an em- 
ployee is not a sufficient basis for al- 
locating compensation. The test set 
out by the court is whether it is neces- 
sary that the employee perform out- 
of-state duties in the service of his 
employer. 


AMORTIZATION OF 
BOND PREMIUMS 


New York does not permit amor- 
tization of premiums paid on the pur- 
chase of bonds (except for trustees) 
regardless of whether the interest re- 
ceived is taxable or nontaxable. The 
basis for determining gain or loss on 
disposition is the original cost of the 
bond. Consequently, when bonds are 
purchased which are tax exempt for 
federal purposes and a premium paid 
thereon which must be amortized, the 
tax basis under federal and state law 
will not be the same for determin- 
ing gain or loss on a sale. 

A trustee who has paid a premium, 
as distinguished from acquiring a bond 
valued over par from an estate or 
grantor, is allowed a deduction for 
amortization. He must, however, adopt 
a consistent plan for amortizing pre- 
miums and set aside income for re- 
storing corpus. The trustee’s basis 
for bonds purchased at a premium 
must be adjusted accordingly. 
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Accounting and the SEC 


Conducted by Louis H. RAPPAPORT, CPA 


THE RUSH TO “GO PUBLIC” 


In the next fifteen years, it has been 
estimated, 30,000 privately-owned 
companies will become publicly-owned. 
Judging by the number of corporations 
—both large and small—whose secur- 
ities have been placed on the market 
in recent years, the prediction of 
30,000 does not seem unreasonable. 

Why does a company “go public’? 
What are the benefits to be gained by 
being publicly-owned? What are the 
disadvantages? 

The benefits: The benefits or advan- 
tages in being publicly-owned are few 
in number, but they are important. In 
the minds of many, these benefits so far 
outweigh the greater number of detri- 
ments, that thousands of companies 
have “gone public,” and many more 
will continue to do so in the future. 

Some of the benefits of being public- 
ly-owned are these: 

1. While it is privately-owned, a 
company can be severely restricted in 
its sources of capital. For the most part, 
the company expands by plowing back 
its undistributed earnings or by look- 
ing to its owners for additional capital 
funds. The company can also look to 
banks and institutional lenders. For 





LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
COUNTING PRACTICE AND PROCED- 
URE. 


long-term or permanent capital, how- 
ever, the company may decide its in- 
terests are best served by the sale of 
its securities to the public through 
underwriters. If the offering is attrac- 
tive enough, the company will have 
access to a tremendous capital market. 
Furthermore, once the company and 
its securities are known to the investing 
public, succeeding issues of the com- 
pany—assuming no adverse change in 
its affairs—become easier to market. 

2. The owners of the business may 
be well along in years and consequently 
face estate planning problems. In the 
event of death, shares in the company 
may have to be disposed of by execu- 
tors in order to provide funds for es- 
tate taxes. Or owners may want to 
dispose of part of their holdings dur- 
ing their lifetime in order to put them- 
selves in a more liquid position. This 
is easier where there is an established 
market. Also, when a company’s 
shares are widely owned by the public, 
the problem of setting a value for es- 
tate tax purposes, is minimized. If, in 
addition to being publicly-owned, the 
company lists its securities for trading 
on a national securities exchange, the 
market value of the securities is even 
less open to challenge. Transactions 
on exchanges receive full and imme- 
diate disclosure as soon as they are 
made. 

3. Apart from estate problems, the 
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owner of a closely-held business may 
decide he has too many eggs in one 
basket and that he needs to diversify 
his holdings. To do so, he can sell a 
portion of his interest in his business 
by selling part of his holdings to the 
public. 

4, Every shareholder is a potential 
customer. Especially if the company 
sells something that the public buys— 
whether it be automobiles or coffee or 
toothpaste—the company often bene- 
fits when its shares are owned by the 
public. The greater the distribution, 
the greater the benefits. 

5. Ordinarily a sale to the public 
of a substantial block of securities by 
the owner of the business has to be run 
through the SEC. The securities gen- 
erally must be registered under the 
Securities Act of 1933 before they may 
be offered to the public. Once the 
company and its securities have gone 
through the SEC’s registration process, 
succeeding issues will be processed by 
the same group in the Commission. 
This usually results in reducing the 
time required before the securities ac- 
tually reach the market. 

The detriments: When a man has 
been running his own business for a 
long time, he does not have to be told 
how much better it is not to have to 
answer to stockholders. He is well 
aware of the disadvantages which ac- 
crue when the public becomes, in ef- 
fect, his partner. Some of the negative 
aspects of being publicly-owned are 
summarized below, and are based in 
part on the assumption that the com- 
pany’s securities are listed for trading 
on a national securities exchange after 
the initial public distribution has been 
completed. 

1. The registration statement and 
subsequent reports will require dis- 
closure of many facets of the com- 
pany’s business, operations, and fi- 
nances, which may never before have 
been known outside the company. 
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Some particularly sensitive areas of 
disclosure will be remuneration of of- 
ficers and directors, the interests of in- 
siders in certain transactions, the se- 
curity holdings of officers, directors, 
and controlling stockholders, and com- 
plete financial information—including 
sales, cost of sales, gross profit, and 
net income. . 

2. After the company’s shares have 
been listed, officers, directors, and 
“principal shareholders” must report 
monthly on all transactions in the com- 
pany’s equity securities—and these re- 
ports are open to the public. Further- 
more, such persons (that is, officers, 
directors, and “principal sharehold- 
ers”) must exercise caution in trading 
in the company’s equity securities. If 
an officer, for example, buys shares 
of the company and then sells them 
within six months at a profit, that profit 
inures to, and is recoverable by, the 
company. Also, on a sale and a pur- 
chase within six months, the gain, if 
any, may have to be turned over to 
the conipany. Ask your lawyer to 
tell you about Sec. 16(b) of the 1934 
Act applicable to listed companies. 

3. When a business is privately- 
owned, it can take whatever risks the 
owners wish it to take. When it be- 
comes publicly-owned, the owners, in 
effect, have taken in a lot of partners, 
and this fact may have a bearing on 
the risks that the business should take. 
A man is often willing to risk his own 
capital—but not his partners—in a 
new venture. 

4. As investors in the enterprise, 
the public is entitled to look for a re- 
turn on its investment. A dividend 
Omission is apt to have a significant 
effect not only on that return but also 
on the market value of the investment 
itself. As a consequence, there may be 
a pressure to pay dividends which 
would not occur in a privately-owned 
company. 

5. When a company is privately- 








owned, its annual meeting is often a 
routine affair. When a company is 
publicly-owned, the annual meeting 
can be an interesting demonstration of 
democratic capitalism at work. 

6. Some stock exchanges, as a con- 
dition to listing, require management 
to agree to solicit proxies for the an- 
nual meeting. The SEC has a great 
deal of control over the solicitation of 
proxies. The SEC’s Regulation X-14 
deals with proxies. If proxies are so- 
licited, Regulation X-14 requires that 
the shareholder be furnished certain 
information in the form of a “proxy 
statement.” The proxy and the proxy 
statement must be reviewed by the SEC 
before they can be used. 

7. Listing is not cheap. The fee 
arrangements vary as between ex- 
changes. Some make an initial charge 
only; others charge an initial fee and 
then an annual fee. 

Once the decision has been made to 
“go public,” the company will be vitally 
concerned in the Federal laws relating 
to the sale of securities to the public 
(The Securities Act of 1933) and se- 
curities trading on exchanges (The 
Securities Exchange Act of 1934). If 
the company has not consulted its legal 
counsel and accountants with respect 
to the requirements under these acts, 
it should do so. Counsel will advise 
the company on the requirements of the 
statutes and the SEC and the content 
of the registration statement except as 
they relate to the financial section 
which is the accountant’s province. 

The preparation of a registration 
statement is a complicated, technical, 
time-consuming process. Companies 
thinking of “going public” should con- 
sult their lawyers and accountants well 
in advance of the proposed date of the 
public offering. They and the com- 
pany’s officers and directors have a job 
to do; if it is to be done properly, it 
may take more time than at first ap- 
pears necessary. 
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Administration of 


A CPA Practice 


Conducted by Max BLock, CPA 


SUGGESTED 


Here are a few recommendations 
of materials that may be very helpful 
to accountants in their own practice 
and as advisors to clients. Even if 
some of the materials do not carry a 
recent publication date, they are still 
worthy of perusal as a refresher and 
for a number of valuable ideas which 
they contain. 

Managing for Better Morale. This 
is a small, well-written informative 
pamphlet on the subject of personnel 
relations. It is meaty with ideas on 
understanding and dealing with em- 
ployees. The publisher is the Federal 
Small Business Administration and the 
author is Martin M. Bruce, a specialist 
in the field of personnel relations. 
Copies can be obtained from S. B. A., 
Washington, D. C. 

Employment Interviewing. The in- 
terviewing of applicants for a position 
deserves careful and studied planning 
and attention. If done in an unorgan- 
ized manner, and superficially, it re- 
sults in much loss of time, disappoint- 





MAX BLOCK, CPA (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Practice of 
the New York State Society of Certified 
Public Accountants. He is a lecturer at 
the Baruch School of Business and Public 
Administration of The City College of New 
York in the graduate course on Accounting 
Practice. Mr. Block is a member of the 
firm of Anchin, Block & Anchin. 


READINGS 


ments, and frustration to both em- 
ployer and employee. The U. S. Civil 
Service Commission has published a 
pamphlet containing valuable sugges- 
tions for small and large employers on 
how to make the most of interviews. 
Copies are available from the Super- 
intendent of Documents, Washington 
25, D. C., for 40¢ each. Ask for 
Employment Interviewing, Personnel 
Methods Series 5, U. S. Civil Service 
Commission. 


Better Faster Typing. Employers, 
generally, are not well informed on 
the subject of typing and therefore are 
unable to offer much advice and as- 
sistance to stenographers and secretar- 
ies. Another pamphlet prepared by 
the U. S. Civil Service Commission 
may be most useful to employers as a 
means of improving typing quality, out- 
put and standardization. Ask for 
Better Faster Typing, Personnel Meth- 
ods Series 6, from the Superintendent 
of Documents; price, 35¢ each. 

AICPA Pamphlets. The American 
Institute of CPAs is publishing two 
series of pamphlets that are deserving 
of study by practitioners. One deals 
with problems (the economics) of ad- 
ministration of a practice; the other 
provides basic data for accountants 
who supply some management advisory 
services to clients. These pamphlets, 
in binders, constitute a valuable refer- 
ence library for accountants. 
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Better Observance of Firm’s Rules. 
It is hard to conceive that any prac- 
titioner exists who does not have some 
problem of staff compliance with rules. 
The term staff, as here used, covers 
all employees regardless of functions. 
In a book to which one would not 
normally turn for information on the 
subject of effective rule formulation, 
The Need for Roots, a religious-ethical 
treatise by Simone Weil, was found 
this little gem of wisdom: 

“Rules should be sufficiently sen- 
sible and sufficiently straightforward 
so that anyone who so desires and is 
blessed with average powers of appli- 
cation may be able to understand, on 
the one hand the useful ends they 
serve, and on the other hand the actual 
necessities which have brought about 
their institution. They should emanate 
from a source of authority which is 
not looked upon as strange or hostile, 
but loved as something belonging to 
those placed under its direction. They 
should be sufficiently stable, general, 
and limited in number for the mind to 
be able to grasp them once and for 
all, and not to find itself brought up 
against them every time a decision has 
to be made.” 

Employment, Growth, and _ Price 
Levels. Our country’s major economic 
problems fall within the areas of these 
three interrelated subjects. Because of 
their importance the Joint Economic 
Committee of Congress had authorized 
an intensive, authoritative study by its 
staff and by independent experts. The 
staff report, including independent tes- 
timony, has been submitted to the 
Committee and to Cqngress, and is 
available to the public. 

There is a treasury of economic 
material in the report, touching on the 
issues of today and tomorrow, that 
should be of interest and of value to 
accountants. Copies are available from 
the Superintendent of Documents for 
$1.50 each. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss, CPA 


OFFICER-STOCKHOLDER AND 
UNEMPLOYMENT BENEFITS 


A question frequently presented to 
accountants concerns the eligibility of 
corporate officers or stockholders for 
unemployment insurance benefit rights 
in the event of their loss of employ- 
ment with the corporation. This ques- 
tion is answered in Appeal Board Case 
No. 70,255-59. The opinion of the 
tribunal states: “The referee sustained 
the initial determination that claimant 
was not totally unemployed on the 
premise that he was an officer of an 
active corporation. We do not agree. 
The mere holding of an office or the 
ownership of stock in a corporation 
does not ipso facto render a claimant 
ineligible for benefits.” He must ren- 
der substantial services or devote time 
to the corporate business in order to 
be ineligible for benefits. (See Appeal 
Board Case No. 47,837-54.) Since 
claimant rendered no services nor de- 
voted any time whatsoever to the cor- 
poration during the period in issue, his 
mere association with the corporation 
did not affect the status of total un- 
employment. 


OBLIGATION FOR TAXES ON 

SERVICES PERFORMED ABROAD 
Appeal Board Case No. 71,458-59 

exempted the employer from liability 

for unemployment insurance on the 

earnings of a singer hired in New York 





SAMUEL 5S. RESS, CPA, is engaged in 
public practice in New York City. Dr. 
Ress was formerly a member of our 
Society’s Committee on New York State 
Taxation and chairman of its Subcommittee 
on Unemployment Insurance. 


and engaged in a paid rehearsal for 
one week in this state and then sent 
abroad to perform for eight weeks. 
The Appeal Board cited for support 
its holding in Appeal Board Case No. 
48,715-55 as follows: 

Claimant’s entire services are deemed lo- 
calized in Mexico to which country he was 
assigned under the contract of hire to per- 
form the duties of a travelling auditor in 
that country from January 1, 1951 to May 
20, 1954. The services he performed in 
New York State from November 24, 1950 
to December 31, 1950 at the employer's 
executive office were merely incidental to 
his services in Mexico. Section 511.3 ap- 
plies only where services are not localized 
in any state. . 


EMPLOYER’S PRIMARY LIABILITY FOR 
CONTRIBUTIONS ON SUBCONTRACTOR’S 
PAYROLLS UNDER SECTION 560.7 


“Whenever one employer contracts 
with a second employer for any work 
which is part of the first employer’s 
usual trade, occupation, profession or 
enterprise, the first employer shall be 
liable for any contributions otherwise 
payable by the second employer, based 
on wages with respect to such work, 
unless the second employer is free to 
do business with any one who may 
wish to contract with him... .” 

This provision of the law has been 
applied quite freely in the New York 
apparel industry so as to pin the pri- 
mary obligation for unemployment in- 
surance contributions on manufac- 
turers with respect to the contractors’ 
payrolls. Since 1951, when the law 
was amended, the unemployment in- 
surance reports of contributions pay- 
able on contractors’ payrolls have not 
reflected this primary obligation of the 
manufacturer for payment, and so by 
and large where payment of contribu- 


356 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT MAY 1960 





iif 





or 
nt 


rt 
0. 


ots 
rk 
rs 
or 
be 
ise 


rk 
rl- 


1y- 





tions had not been made by the con- 
tractor, the Industrial Commissioner, 
despite this provision in the law, di- 
rected his collection efforts to the con- 
tractor. 

Apparently, the Industrial Commis- 
sioner, in Appeal Board Case No. 
70,820-59, decided to go after the 
manufacturer, giving effect to Section 
560.7. The employer, a men’s cloth- 
ing manufacturer, was a member of a 
trade association which had made a 
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tripartite agreement with the union 
and the contractors’ association pro- 
viding for the registration of contrac- 
tors and manufacturers. Manufacturers 
were prohibited from furnishing work 
to contractors other than registered 
contractors and contractors were pro- 
hibited from accepting work from 
manufacturers other than those for 
whom they registered. 

Despite some variations in actual 
practice whereby some contractors of 
the manufacturer were found to have 
taken work from manufacturers or 
other employers not subject to the tri- 
partite agreement, where there ap- 
peared to have been substantial com- 
pliance by the parties with the terms 
of the registration, the Appeal Board 
found that the employer of the sub- 
contractor was the taxpayer liable for 
contributions on the wages paid by the 
subcontractor. Where the Appeal 
Board found that the registered sub- 
contractor had departed substantially 
from the requirement that only work 
of registered manufacturers be made in 
his contract shop, it was held that the 
manufacturer was not liable under 
Section 560.7 for the contributions 
assessed against him based on wages 
accrued on the manufacturer’s work 
and paid by such non-complying sub- 
contractor. 

In the light of this decision, it be- 
comes important for accountants in 
the apparel industry in New York to 
check up on the payments of the un- 
employment insurance liability on con- 
tractors’ payrolls. Where the liability 
has not been paid by the contractor 
to the State of New York, it should be 
carried on the books of the manufac- 
turer as a liability. As was pointed out 
in the March 1960 issue of this de- 
partment, one who is a taxpayer for 
unemployment insurance purposes 
does not immunize himself from lia- 
bility to the state by paying payroll 
taxes to a contractor. 
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Federal Taxation 


Decisions and Rulings—RICHARD S. HELSTEIN, CPA 


Commentary 


—Committee on Federal Taxation 


Chairman, HERBERT M. MANDELL, CPA 


DECISIONS AND RULINGS 


EDUCATIONAL EXPENSES 


Educational expenses are considered 
business expenses (see Regs. Sec. 
1.162-5) and when deductible are en- 
tered on page 1 of Form 1040 in the 
computation of adjusted gross income. 
In Revenue Ruling 60-97 (IRB 1960- 
11, 9) the Commissioner has set down 
certain rules to serve as a guide in 
determining whether costs of education 
are deductible. 

Since the regulations provide that 
expenditures made by a taxpayer for 
his education are deductible if they are 
undertaken primarily for the purpose 
of maintaining or improving skills re- 
quired in his employment or trade or 
business, or for meeting express re- 
quirements of his employer or of laws 
or regulations relative to his employ- 
ment, a first requisite is that the tax- 
payer be engaged in a trade or busi- 
ness, or be employed, at the time the 
educational costs are incurred. Costs 
incurred during a period while the tax- 
payer is not employed are not deduct- 
ible. An exception to this is that of 


educational expenditures incurred dur- 
ing a taxpayer’s vacation or leave of 
absence. 

Second, the taxpayer must already 
have met the minimum requirements 
for qualification for his employment, 
or trade or business. The costs of 
education to acquire or maintain such 
“minimum requirements” are not de- 
ductible. 

Where the minimum requirements 
have been met, the education required 
by the employer, or by laws or regu- 
lations, is deductible, even though it 
results in an increase in salary, an 
advancement, or qualification in a new 
field, provided the education is not “a 
complete course of study” (e.g., the 
acquisition of a “Bachelor of Laws” 
degree). Further, the deduction is lim- 
ited to the cost of the minimum edu- 
cation required. However, education 
primarily for advancement or for quali- 
fication in a new field is not deductible 
if it is not required by law or by the 
employer. 

Within the rules set forth in Revenue 
Ruling 190 (1953-2 CB 303) and 
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Revenue Ruling 55-109 covering the 
deductibility of travel and transporta- 
tion expenses, the travel expenses in- 
volved in obtaining the education are 
deductible if the cost of the education 
is deductible. However, in this con- 
nection, attendance at a place of edu- 
cation for more than a year “strongly 
tends to indicate ‘indefinite’ as dis- 
tinguished from ‘temporary’ presence 
there. In the event the taxpayer under- 
takes education requiring absence from 
his duties and business post for an 
indefinite period, he will not be con- 
sidered as traveling away from ‘home’ ” 
and therefore the travel expense will 
not be deductible. In such a situation 
the other educational costs will be de- 
ductible if they meet the requirements 
set forth in this ruling on the regula- 
tions. 


OMISSIONS FROM GROSS INCOME; 
REIMBURSED EXPENSES 


The holding in a recent case decided 
under the 1939 Code has equal inter- 
est under the 1954 Code. Section 275 
(c) IRC 1939, which was involved, is 
sufficiently similar to Section 6501(e) 
of the 1954 Code with regard to the 
question raised, so as to have current 
application. Both sections provide an 
extended period of time for the Com- 
missioner to assess a tax deficiency if 
more than 25 percent of gross income 
is omitted from the amount stated on 
the return. The 1939 Code permitted 
5 years instead of 3; the 1954 Code 
permits 6 years. 

In the case of Com. v. Abbott L. 
Johnson (CA-7, 3/23/60, aff’g. 32 





RICHARD S. HELSTEIN, CPA, has been 
a member of our Society since 1940. He 
is chairman of the Committee on Publica- 
tions and was formerly a member of the 
Committee on Federal Taxation. Mr. Hel- 
stein is associated with J. K. Lasser & Co. 


TC No. 24), the taxpayer was reim- 
bursed for travel and other business 
expenses. Claiming that he expended 
as ordinary and necessary business ex- 
penses the total amount reimbursed, he 
reported nothing on his return. The 
Commissioner attempted to disallow a 
portion of the expenditures. However, 
in order to assess a deficiency it was 
necessary for the Commissioner to in- 
voke the extended statute on the 
grounds that the taxpayer failed to re- 
port the reimbursements which ex- 
ceeded 25 percent of the gross income 
reported. Both the Court of Appeals 
and the Tax Court held that only the 
excess over the deductible amount was 
to be reported and that this amount 
was less than 25 percent of the gross 
income reported. Both courts took 
note of the government instructions for 
the preparation of returns in the years 
in issue, which provided that only the 
excess of reimbursements be reported 
as gross income. 

A similar situation exists today since 
Regulations, Section 1.162-17(b)(2) 
requires reporting as gross income only 
reimbursements in excess of expenses, 
where an employee accounts to his em- 
ployer. Where there is an exact offset, 
the taxpayer need only check the boxes 
on page 1 of the return. Where the 
expenses exceed the reimbursements, 
and the taxpayer claims a deduction 
for the excess, a statement must be 
attached to the return. In the two lat- 
ter cases, the checking of the boxes 
on the face of the return, or the state- 
ment accompanying the return, will 
satisfy Section 6501(e) which provides 
that the 25 percent rule does not apply 
to any amount where there is dis- 
closure with or on a return. Thus, if 
business expenses are reported in ac- 
cordance with the rules of Regulations, 
Section 1.162-17, the Commissioner 
will not be able to invoke the extended 
statute. 
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REASONABLENESS OF 
OFFICERS’ SALARIES 


It may be that many of us were 
lulled into an unwarranted sense of 
security in connection with the salaries 
of officers of close corporations which 
were based upon contracts providing 
for a basic salary and a percentage of 
the profits, which provisions were rea- 
sonable at the time the contract was 
executed. In many cases, a corpora- 
tion, when it is first starting out, makes 
such contracts with officers and key 
employees. Generally, despite the fact 
that the compensation in “fat” years 
has been quite high, the Government 
has not attacked the amounts paid as 
unreasonable, and, where it has, has 
not been upheld. Furthermore, the 
wording of Regulations 118, Section 
39.23(a)-6(b)(2) (similar to Regu- 
lations, Section 1.162-7(b)(2) under 
the 1954 Code) may have added to 
the assumption that such contracts 
entered into in good faith would not 
be challenged. 

However, in a recent case the Tax 
Court has held, significantly, that the 
question of “reasonableness” still is the 
predominant one and hence any com- 
pensation is subject to review on the 
basis of all of the economic and per- 
sonal facts. Thus, despite a contract 
entered into in 1946 with certain key 
men and officer stockholders, a portion 
of compensation paid in 1952 and 
1953 based upon such contracts was 
disallowed as unreasonable. One of 
the bases for this determination was 
that the increase in sales and profits 
upon which the compensation was 
based was due in substantial degree to 
“the fortuities of Korean War condi- 
tions,” and not “to an increase in the 
duties and responsibilities of the execu- 
tives and of the value of their ser- 
vices.” (Adams Tooling Inc., 33 TC 
No. 9.) 


MISCELLANY 


e The IRS will not follow the de- 
cision in Bressner Radio Inc. v. Com. 
(CA-2, 1959; 267 F(2d) 520) but will 
continue to tax prepaid income from 
contracts for future services and pre- 
paid royalties, rent, bonuses, etc., as 
income in the year received, “regard- 
less of whether the period of prora- 
tion is definite or indefinite,” unless 
the Code specifically provides differ- 
ently. (Rev. Rul. 60-85, IRB 1960- 
10, 14.) 


e The IRS has announced that a 
ruling is being prepared which will 
deny a “double deduction” for state 
property taxes in any one year. Only 
twelve months’ property taxes are de- 
ductible in one taxable year despite a 
shift in assessment and lien dates by 
some states from January 1, to De- 
cember 31. (T.I.R. No. 214, 3/4/60.) 


e A sale may not be used as a de- 
vice to turn ordinary income into 
capital gain. Thus, the gain on the 
sale of an endowment policy shortly 
before maturity was taxable as ordi- 
nary income rather than capital gain. 
(Com. v. Phillips, et ux, CA-4, 
2/20/60.) The court relied on Com. 
v. P. G. Lake, Inc. (356 U.S. 260, 
1958) and Arnfield, et al. v. US. 
(Ct. Clms., 1958, 163 Fed. Supp. 
365). 

e The next special enrollment ex- 
amination for permission to practice 
before the IRS will be given in local 
District Directors’ offices on September 
8 and 9. This examination is given 
to persons not eligible to practice be- 
fore the IRS as attorneys, certified 
public accountants or as former IRS 
employees. The requirements to be 
met in order to take the test will be 
spelled out in IRS Document No. 
5145, which will become available 
about April 15, 1960. 
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COMMENTARY 


PITFALL IN ELECTING 
ACCELERATED DEPRECIATION 


Regulations Section 1.167(c)-1(c) 
permits a taxpayer to elect double- 
declining-balance or sum-of-the-years- 
digits depreciation in the return for the 
taxable year “in which the property 
may first be depreciated by him.” How 
would this rule affect a taxpayer who, 
for accounting convenience, does not 
claim depreciation on an asset ac- 
quired late in the taxable year, even 
though some small amount of deprecia- 
tion might be allowable? 


Regulations Section 1.167(a)-10(b) 
permits certain “averaging conven- 
tions” to be followed. Use of a con- 
sistent “convention” would determine 
the year in which depreciation may first 
be claimed. However, this rule would 
not help a taxpayer who simply dis- 
regarded depreciation for a few days 
in the year of acquisition in the case 
of an isolated asset acquired late in 
the taxable year. This is because the 
regulations apparently limit the use of 
an averaging convention to deprecia- 
ble property accounted for in a “multi- 
ple asset account.” In addition, an 
averaging convention will be recog- 
nized only if it is followed consistently. 

It can, therefore, be concluded that 
failure to claim depreciation on an 
asset in its initial year of use, even if 
only for a few days, can cost the right 
to elect the use of accelerated depre- 
ciation. Where an averaging conven- 
tion is not used, some depreciation 
should be claimed on every asset ac- 
quired during a taxable year and in 
use at the end of the year in order to 
effectively elect one of the accelerated 
depreciation methods. This deprecia- 
tion, no matter how small, should 
be calculated under the accelerated 
method the taxpayer desires to elect. 


DEATH OF A STOCKHOLDER 


AND SUBCHAPTER S ELECTION 


One of the usual provisions in a 
stockholder’s buy-sell agreement pro- 
vides for the purchase of a deceased 
stockholder’s interest at book or pre- 
determined value as of the end of the 
month in which death occurs. 

Upon the death of a stockholder, a 
chain of events could occur which may 
be to the disadvantage of the surviving 
stockholders. Unless the executor or 
administrator of the estate signs a con- 
sent, the election under Subchapter S 
will be terminated. This may entail a 
loss to the survivors of the right to 
draw down their share of the undis- 
tributed taxable income, as well as 
subject to double taxation any dis- 
tributions in the current year. 


If a consent is signed on behalf of 
the estate, and the buy-out occurs prior 
to the end of the taxable year, accord- 
ing to Section 1373(b) the remaining 
stockholders will be subject to tax 
upon the undistributed taxable income 
which is attributable to the shares for- 
merly owned by the estate of the de- 
ceased stockholders. In order to avoid 
this inequitable result, it has been sug: 
gested that a dividend be declared 
prior to the sale of the stock by the 
estate, equivalent in amount to the 
undistributed income of the corpora- 
tion earned prior to the date as of 
which the buy-out is being computed. 

Existing buy-sell agreements, which 
were entered into prior to the Subchap- 
ter S election, should be reviewed and 
modified to outline the rights and obli- 
gations of the stockholders within the 
framework of such election. Among 
the provisions which should be con- 
sidered are those obligating the estate 
to sign a consent if the survivors de- 
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sire it, and one making provision for 
distribution of the undistributed tax- 
able income of the current year. 


USE OF FOREIGN CORPORATION 
FOR RISKY VENTURE OVERSEAS 


Often when a United States corpo- 
ration launches a foreign venture, it 
will decide to use a foreign corpora- 
tion as a vehicle for such operations. 
Frequently this decision is based on 
a desire to insulate any foreign earn- 
ings from United States tax until such 
time as those earnings are repatriated. 

If a venture through such a foreign 
corporation is successful, the foreign 
corporate organization may prove to 
have been a wise move taxwise. On 
the other hand, if the foreign opera- 
tion proves unsuccessful and _ loses 
money, and is subsequently discon- 
tinued, the results can prove disad- 
vantageous for United States tax pur- 
poses. Consider the following illus- 
tration. 

Corporation A, a United States cor- 
poration, decides to establish a small 
manufacturing operation in a foreign 
country. For this purpose, a foreign 
corporation is formed by the invest- 
ment of $100,000 cash. The foreign 
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corporation uses this money to pur- 
chase physical properties and to get 
itself established. Suppose that after 
several years of operations the foreign 
venture is considered unsuccessful, 
Since its formation it has suffered 
losses of $60,000, and its present net 
assets have a tax basis of only $40,000, 
How does this affect the United States 
parent company? 

During the operation of the foreign 
subsidiary, of course, the United States 
parent could not avail itself of the 
subsidiary’s operating losses. This 
would not even have been possible by 
filing a consolidated tax return, be- 
cause the foreign subsidiary would not 
be includible in such consolidated re- 
turn. Let us assume that the United 
States parent now decides to liquid- 
ate the foreign subsidiary. 

As a general rule, Section 367 
provides that a foreign corporation 
shall not be treated as a_ corpora- 
tion for purposes of the liquidation 
provisions. However, this rule is re- 
stricted to liquidations and other cor- 
porate transactions which would pro- 
duce a gain. Through the operation 
of this rule, therefore, the liquidation 
of the foreign corporation would be a 
tax-free liquidation under Section 
332 and the liquidating loss of the 
United States parent company would 
not be recognized. Furthermore, the 
United States parent company would 
take over the basis of assets in the 
hands of the foreign subsidiary, and 
since this basis of assets would be re- 
duced because of the  subsidiary’s 
losses, the basis of assets to the parent 
would be considerably below the basis 
of the parent’s investment in the sub- 
sidiary. 

It should be noted, of course, that 
the loss provisioris outlined above 
would be equally applicable to the li- 
quidation of a domestic subsidiary. 
Furthermore, if the subsidiary, foreign 
or domestic, becomes totally worth- 
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less, the parent may be able to claim 
an ordinary deduction for its invest- 
ment under the provisions of Section 
165(g)(3). 

The next question concerns the pos- 
sible availability to the parent com- 
pany of the subsidiary’s operating 
losses under the provisions of Section 
381. Since the liquidation of the for- 
eign subsidiary at a loss would be 
a liquidation under Section 332, 
the provisions of Section 381 would 
appear to apply. However, it is ne- 
cessary first to determine whether the 
subsidiary had any “net operating 
loss” for the purpose of determining 
the carryover of such loss to the parent 
company. 

Here we must turn to Section 172. 
Section 172(c) defines a net operat- 
ing loss as “the excess of the deduc- 
tions allowed by this chapter over the 
gross income.” (Emphasis added.) 
Under this wording, it is probable that 
the subsidiary does not have a “net 
operating loss” for United States tax 
purposes which can be carried over 
to the parent. Since the subsidiary 
during its entire existence was a for- 
eign corporation, the only deduc- 
tions to which it would be entitled for 
United States tax purposes would be 
those deductions applicable to income 
from sources within the United States. 
If the foreign corporation’s operations 
had been exclusively abroad, the cor- 
poration would have no gross income 
and no deductions for U. S. purposes. 
Under the application of these rules, 
therefore, it would seem that for U. S. 
purposes the foreign corporation would 
not have a net operating loss. 

The net result of all of these rules 
is that an unsuccessful foreign venture 
conducted through a foreign corpora- 
tion carries no United States tax bene- 
fits whatsoever to the parent corpo- 
ration. The parent would get no de- 
duction for the loss sustained on li- 


quidating the foreign subsidiary unless, 
as indicated above, it becomes com- 
pletely worthless, nor would it bene- 
fit from its net operating losses. 


PROCEDURAL REQUIREMENTS 
AFFECTING FOREIGN CORPORATIONS 


Most taxpayers are aware of the ex- 
istence of foreign tax havens and the 
tax benefits available through the use 
of foreign corporations where busi- 
ness is done abroad. However, ac- 
countants should be alerted to various 
Code provisions which directly affect 
the organization of foreign corpora- 
tions. 

Section 6046 requires every person 
(including accountants) who assists or 
advises with respect to the organiza- 
tion or reorganization of any foreign 
corporation to make an information 
return with respect thereto within 30 
days thereafter. Form 959 is pre- 
scribed by the Internal Revenue Serv- 
ice for such a report. The return is 
required whether or not the foreign 
corporation is actually organized and 
whether the advice is for or against 
such organization. It would appear, 
therefore, that merely talking to a 
client concerning the possibility of 
using a foreign corporation for the 
conduct of overseas operations would 
subject the accountant to the require- 
ment of filing. Section 7203 makes 
the failure to file a misdemeanor sub- 
ject to possible fines of up to $10,000 
or imprisonment for not more than 
one year, or both, together with the 
costs of prosecution. It should be 
noted, however, that an attorney is 
not required to file a return with re- 
spect to any advice given or informa- 
tion obtained through the relation- 
ship of attorney and client. 

Awareness of Section 1491 is also 
important. This section imposes an 
excise tax on the transfer of stock or 
securities by a citizen, resident alien or 
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corporation to a foreign corporation, 
as paid-in-surplus or as a contribu- 
tion to capital. This can be avoided if 
it is established to the satisfaction of 
the Treasury, prior to the transfer, that 
the transfer is not in pursuance of a 
plan having as one of its principal pur- 
poses the avoidance of federal income 
taxes. The rate is 272 percent and it 
is imposed upon the excess of the value 
of the stock or securities so transferred 
over their tax basis. These same rules 
also apply to transfers to foreign trusts 
or partnerships. 

Section 367 requires the advance 
approval of the Treasury for any trans- 
action involving foreign corporations 
under the exchange and reorganization 
sections of the Code, including the tax- 
free creation of a corporation under 
Section 351. Thus, if property is 
transferred to a controlled foreign cor- 
poration in exchange for its stock, any 
gain on such exchange will be tax- 
able unless the Treasury rules in ad- 
vance that tax avoidance is not a prin- 
cipal purpose of the exchange. This 
type of transaction is not covered by 
Section 1491 which, as_ indicated 
above, deals with transfers of stock 
or securities to foreign corporations as 
paid-in surplus or as contribution to 
capital. 


ACQUISITION OF MINORITY INTERESTS 
IN SECTION 334(B)(2) LIQUIDATIONS 


A corporation contracted to pur- 
chase, at fair market value, 90 percent 
of the shares of a second corporation. 
Immediately after the purchase, the 
subsidiary corporation was merged 
into the parent corporation in a Section 
332 liquidation. Under the merger 
agreement all of the shares of the 
subsidiary corporation were cancelled 
and its assets were distributed to the 
parent corporation, subject to the in- 
terests of the minority shareholders. 
Pursuant to the merger agreement the 
parent corporation purchased, after the 


liquidation and merger, the minority 
interests represented by the shares not 
previously acquired. 

Section 334(b)(2) provides that 
the basis of property received in lig- 
uidation “shall be the adjusted basis 
of the stock with respect to which the 
distribution was made, “if: (1) 80% 
of the requisite stock is purchased 
within a 12-month period, and (2) 
the liquidation occurs within two years 
after the date upon which 80% of 
the stock was acquired.” 

Regulations Section 1.334-1(c)(1) 
provides that Section 334(b)(2) ap- 
plies only to property received with 
respect to stock owned by the parent 
immediately before the liquidation. 
However, how is Section 334(b)(2) 
affected by the acquisition of the mi- 
nority interests’ stock? 

The Internal Revenue Service has re- 
cently held in Revenue Ruling 59-412 
that the basis provisions of Section 
334(b)(2) apply to all stock with 
respect to which distribution is made 
in liquidation. It was further held that 
if property is received for some other 
reason, such as the payment of an 
assumed liability, with respect thereto 
the basis of such property is not de- 
termined under Section 334(b)(2) 
but under other applicable basis pro- 
visions of the Code. 

In applying the above principles, the 
Service arrived at the conclusion that 
under Section 334(b)(2) the basis of 
the assets received by the parent cor- 
poration was the cost of the stock held 
on the date of liquidation. It further 
held that, in effect, the parent corpo- 
ration assumed an obligation of the 
liquidated corporation to its minority 
shareholders. Accordingly, the amounts 
paid to the minority shareholders, sub- 
sequent to the distribution liquidation, 
are included as part of the over-all 
basis of the assets. 

In effect, the Service held that, when 
payments are made to minority stock- 
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holders after a liquidation to which 
Section 332 applies, such payments are 
included in the cost of the stock ac- 
quired by the parent in determining 
the basis under Section 334(b) (2). 


FINAL YEAR OF ESTATES 
OR TRUSTS 

In the final year of an estate or 
trust, two rules come into play which 
the Internal Revenue Service has re- 
cently reconciled. The rules which 
create the problem are: 

1. Capital gains are taxable to the 
principal beneficiaries. 

2. The principal beneficiaries are 
entitled to deduct the amount by which 
the trust’s or estate’s deductions exceed 
its income. 

Suppose that in its final year, a trust 
has long-term gains of $100,000 and 
ordinary deductions of $20,000. The 
beneficiaries will be taxable on a long- 
term gain of $80,000, and $20,000 of 
the gain will be taxable to the trust. 
The trust will, however, be entitled to 
a capital gains deduction of $10,000. 
Its income computation will be as 
follows: 
$100,000 


Long-term capital gain 


Ordinary deductions .... $20,000 


Distribution deduction 80,000 
Capital gains deduction 
(50% of $20,000)... 10,000 110,000 





Excess of deductions 


over income ............ $ 10,000 


In Revenue Ruling 59-392, the Serv- 
ice held that the $10,000 excess in 
the above computation may be claimed 
by the principal beneficiaries. They 
will, then, in the aggregate pick up: 


Long-term capital gain $80,000 
Less: 
Capital gains deduc- 
tion (50% of 





$80,000). ........50++2. $40,000 
Excess deductions of 
trust (see above) 10,000 50,000 
BGIGNCO ~ssccsaakctenies $30,000 


If the beneficiaries had been able 
to pick up the trust’s capital gains and 
ordinary income separately, the re- 
sult would be: 


Long-term capital gain $100,000 
Less: 
Ordinary deductions $20,000 
Capital gains deduc- 
tion (50% of 
$100,000) ....c<.0000. 50,000 70,000 
BaIARG6l cdicse tore e $ 30,000 





Even though the above computa- 
tions indicate that, as a result of Rev- 
enue Ruling 59-392, the beneficiaries 
will usually have the same taxable in- 
come as if they had picked up the 
trust’s income and deductions directly, 
the final tax consequences are not ne- 
cessarily the same. If the beneficiaries’ 
other income is such that they will 
pay the alternative tax on capital gains, 
the effect will be different. 

In the above example, the benc- 
ficiaries, if they paid the alternative 
tax, would pay $20,000 (50% of 
$40,000) on the long-term gain re- 
ceived from the trust, and could de- 
duct $10,000 against ordinary income. 
If the income had been received di- 
rectly, they would have paid $25,000 
(50% of $50,000) on the gain and 
offset $20,000 against their ordinary 
income. 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. “Situations Wanted” 10¢ a word, minimum 
$2.00. “Business Opportunities’ 15¢ a word, minimum $3.00. Box number, when used, 1s two 
words. Closing date, 10th of month preceding date of issue. 


ADDRESS FOR REPLIES: * a number, The New York Certified Public Accountant, 355 Lexington 


Avenue, New York 17, N. 


SITUATIONS WANTED 
CPA, tax experience, seeks per diem arrange- 
ment with accountants involving tax prepar- 
ation or checking, research, etc. Box 2006. 


CPA, mature, thoroughly experienced all 
phases of accounting, taxes, etc., available 
one full week each month. Box 2007. 


Financial Reports, tax returns, etc., typed 
and checked expertly by qualified and highly 
experienced typist, electric, good service. 
Corona, MU 7-3890, FI 7-1312. 


Statistical Typist, reports and tax returns 
accurately and attractively typed, thoroughly 
checked, excellent references, reasonable 
rates. Anne Steinfeld, RO 4-7539. 


CPA, lecturer in taxation, extensive tax 
experience in planning and research, former 
revenue agent and technical adviser, seeks 
per diem arrangement. Box 2008. 


Accountants’ Reports expertly typed, IBM, 
accuracy and quality guaranteed, low over- 
head equals low rates. Miss Claire MU 
2-0326, evenings and weekends LE 4-8336. 


CPA, 45, 20 years extensive experience, 
seeks arrangement with overburdened prac- 
titioner or per diem. Box 2009. 


CPA, N. Y., Society member, formerly 
Long Island, now permanent Florida resi- 
dent, available special or continuous assign- 
ments South Florida. Box 2010. 


Accountant-Office Manager-N.Y.C., female, 
college graduate, 15 years experience F.C. 
bookkeeper, taxes, securities, excellent back- 
ground, accustomed responsibility. Box 
2011. 


Controller-CPA, this better controller tackles 
his problems three ways, he has an excellent 
financial background, is one of the better 
credit managers and, in addition, can handle 
sales because of his sales background, secks 
connection with progressive organization 
demanding a top controller. Box 2012. 


Mature CPA, employed by a large corpora- 
tion desires to work evenings or Saturdays 
for public practitioner or firm in area of 
Grand Central Station or Empire State 
Building, purpose: additional income and 
experience. Box 2020. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $7.00 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Streef). 


Practice Wanted, substantial terms, know- 
how offered overburdened or retiring prac- 
titioner, CPA, N. Y., N. J., AICPA, IE. 
MBA. Box 2013. 


Well Equipped CPA Firm, will purchase all 
or part of the practice of overburdened or 
retiring accountants, substantial cash or 
attractive retirement arrangements will be 
offered. Box 2014. 


We Act As Your Secretary, mail, telephone 
service, $5.00 per month, mail and messages 
forwarded, private desks and offices avail- 
able, convenient to all transportation. 
Abbott Service, 147 W. 42nd St. Cor. 
Broadway. 


CPA, 16 years accounting experience, very 
heavy tax background, desires purchase or 
manage practice or individual accounts, con- 
sider any equitable arrangement. Box 2015. 


Air-conditioned, completely furnished office. 
now being completed, beautiful decor, use 
of conference room, library and Bruning 
photocopy machine, share services of secre- 
tary-typist with CPA, location on_ street 
level, at Hillside Avenue, Queens, express 
subway stop, available June 1. Box 2016. 


CPA Firm, aggressive, ambitious, well-estab- 
lished with $15,000 practice wishes to pur- 
chase $10,000-$15,000 practice from re- 
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BUSINESS OPPORTUNITIES 


tiring practitioner for cash or attractive re- 
tirement arrangements. Box 2017. 

16 Court Street, small private office, CPA 
suite, unfurnished, Bruning available. UI 


5-3269. 


Private Office, in dignified CPA suite, share 
secretarial service and outer work room, 
ideal for medium size practitioner. Call or 
write 41 East 42nd Street, MU 2-7168. 


CPA, gross income $31,000.00, interested in 
partnership with view toward eventual re- 
tirement. Box 2018. 


Syracuse CPA, modest practice desires to 
purchase or merge with firm or practitioner 
considering retirement. Box 2019. 


Desk Space in dignified CPA suite, Grand 
Central area, secretarial service. Raul, 
MU 2-7168. 


Desk Space in attractive, midtown, profes- 
sional suite, Bruning and other services 
available. Box 2021. 


IBM Punched Card Tabulating for your 
clients, sales analysis, inventory, cost dis- 
tribution, other accounting functions, call 
us for consultation and estimates, no obliga- 
tion. Tabulating and Business Services, Inc., 
201 W. 52nd Street, JU 6-8977. 


CPA, with attractive midtown office, air- 
conditioned, will exchange space for part 
time CPA services, state full particulars 
about self as to experience, etc. Box 2022. 


Private Office or Two Desk Spaces avail 
able, new law suite, midtown area, air- 
conditioned, library. OXford 7-6068. 


CPA, grossing $50,000 with New York and 
out of town clients, has space in high grade 
midtown office, seeks association with 
smaller practitioner, object sharing staff 
facilities and other mutual benefits. Box 
2023. 








Save on 
BURROUGHS 
SENSIMATICS 


Rebuilt by factory trained experts 
to A-1 Condition. A one year guar- 
antee. A tremendous saving on the 
cost of a new machine. 


Reliable Service 


AYWon Business MACHINES, INC. 
LO 3-0277 and MA 2-2650 (in N. J.) 
1220 Broadway, New York 1, N. Y. 














phone or write 








OVERHEAD EXPENSE INSURANCE 


For Public Accountants 


e Kent, Utilities, Employees’ Salaries, ete. which continue 
during a disability due to Accident or Sickness, may be 
insured up to $1000 a month for one year. 


¢ This coverage supplements the Weekly Indemnity and 
Medical Expense Insurance carried by many members of 


the New York Society of CPAs. 


¢ Available at moderate rates to applicants under age 64 
who qualify physically. For cost and other particulars 


HERBERT L. JAMISON & Co. 


270 MADISON AVENUE, NEW YORK 16 ° 


Murray Hitt 9-1104 
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1 Factors Corporation 


Not long ago a special analysis ap- 
peared in the Journal of Accountancy 
which created considerable interest. 
Its title was “How to Meet Today’s 
New Financial Requirements Through 
Modern Factoring.” Its subject is 
especially applicable today as busi- 
nessmen prepare financially for the 
uncertainties in the money market. 


Because of the great number of re- 
quests we have received for copies of 
the analysis, we recently reprinted it 
in booklet form. We are pleased to 
make it available without cost or obli- 
gation to members of the accounting 
profession, 


In addition, we invite you to write 
for copies of “The Business Growth 
Plan,” a 16-page booklet designed for 
distribution to your clients. It de- 
scribes in nontechnical language 
how factoring, a specialized form of 
commercial financing, provides five 
major requirements for sound and 
profitable business growth. 


For free copies, please address your request, specifying the publi- 
cation and the quantity desired, to Mr. Walter M. Kelly, President. 


In addition to old-line factoring, described in detail in the above two 
booklets, Commercial Factors Corporation offers a wide range of 
credit and financial services, including nonnotification factoring and 
accounts receivable financing. We also assist many of our clients by 
advancing funds, on a secured or unsecured basis, to support inven- 
tory, for machinery purchases, plant expansion programs, mergers, 


acquisitions, etc. 


We would be pleased to discuss these services with you in detail when 


the occasions arise. 


Commercial Factors Corporation 
One Park Ave., N. Y. 16, N. Y. * MU 3-1200 








Directed by a Certified Public Accountant ¢ Placements throughout U.S. and abroad in smal] 
companies and giant corporations; in small and national CPA firms ¢ Careful Screening « 
Strict adherence to job specifications ¢ Thermo-Fax copies of resumes prepared when 
requested ¢ Two offices, New York-Queens ¢ Pioneers in accounting placements. 
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° Seniors 
LOngacre 44-3834 os Sonera 
as Tax Men 


Systems Men 
Stat. Typists 


CORPORATE 

Controllers 

Asst. Controllers 

Office Managers 

Treasurers 

. Cost Men 
*, Internal Accountants 

Chief Accountants 

Internal Auditors 

Financial Analysts 

Budget Analysts 

Investment Analysts 

Systems Analysts 

Fiduciary and Trust Accts. © 

SEC Specialists 

IBM Specialists 

IDP Specialists 

Consolidation Accts. 

Property Accountants 
Our files of internal accountants include thousands of persons Payroll Supervisors 
from large and small industry. Our rapid checking system —— aren J 
permits us to select competent applicants by job-classification Peay” ser wi peti 5 ’ 
and by industry specialization. For example: A Controller Tox then 
with ad agency experience; A Chief Accountant from a major Credit Managers 
metal products firm; A Bookkeeper with a textile background. Bookkeepers 








